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RESEARCH AND FACULTY DEVELOPMENT* 


FRANK P. 


HE mutual relationships of research 

and faculty development have been 

argued long and vigorously in jour- 
nals and in sessions of academic groups. 
These debates seldom settle the issue, if 
there really is one. The role of research as a 
part of academic life is largely a matter for 
each individual to decide. His appraisal will 
naturally be influenced by such factors as 
his training, experience, and interests. The 
importance attached to research produc- 
tivity by the administration of his educa- 
tional institution is also a factor, but this is 
secondary to the individual’s appraisal. 

The importance assigned to research 
may appear to vary markedly among the 
various fields and disciplines but this con- 
clusion can be deceptive. It is possible that 
the apparent differences really represent 
differing levels of maturity. In general, it 
is the older and well-established areas of 
academic interest which emphasize re- 
search and the newer ones which accord it 
little importance. 

Business administration has developed 
as an academic field during this century. 
There was little attention given to research 
in the earlier decades. However, as the field 
acquired stature in the academic hierarchy, 
as literature developed and research train- 
ing became an established part of graduate 
programs, research began to acquire an 
importance in its own right. It is not too 
much to expect that as business adminis- 
tration matures, research will be accorded a 
level of importance now found in the older 
disciplines. 
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MEANING OF ‘‘RESEARCH”’ 


There are many types of activities which 
carry the label of “research.” Possibly all 
are related to faculty development, but for 
the purposes of this paper the term “re- 
search” is used to refer only to the types 
which are published in technical journals 
and monographs. The term is further 
limited to theoretical treatments of sub- 
jects in the broad field of business adminis- 
tration such as original developments, 
syntheses and constructive criticism of 
existing theories, and related historical 
and philosophical discussions. The great 
mass of writing which may be characterized 
as “‘nose counting”’ and “‘census taking” is 
arbitrarily excluded. Such writings may 
serve a limited but useful purpose for 
certain segments of business or govern- 
ment, but they “seldom contribute any- 
thing of value to the body of literature 
with which a teacher of business adminis- 
tration is primarily concerned. Likewise, 
textbook writing is excluded, not because 
it does not serve a useful purpose but be- 
cause new theories or original treatments of 


* The substance of this paper was presented at the 
Association’s 1957 meeting of the Southeastern Section, 
at the University of Georgia, and the 1958 meeting of 
— in Dallas. The 

principally upon the writer’s experience as 

of the Graduate School of the University of Rochester, 
1948-1952; as Director of the Bureau of Business Re- 
search, School of Business Administration, University 
of Michigan, 1952-1958; and as Editor of Tue Ac- 
COUNTING Review, 1949-1958. He is presently Educa- 
tional Director of Lybrand, Ross Bros. & Montgomery. 
Neither his present employer nor either of the two Uni- 
versities mentioned above are to be i respon- 
sible for the ideas expressed. 
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theories and principles seldom appear 
initially in this type of writing. Under- 
standably, most textbooks are written to 
sell; presumably the royalties compensate 
the authors for the lack of a research label. 


MEANING OF “FACULTY DEVELOPMENT” 


The term “faculty development” is 
vague and difficult to define. Observable 
events take such forms as promotions,com- 
mittee assignments and speaking engage- 
ments, consulting opportunities, advisory 
appointments, testimony as an expert be- 
fore legal and governmental bodies, possi- 
bly an endowed chair, honorary degrees, 
and enviable lectureships here and abroad. 
However, there are other changes which 
are less obvious but nonetheless important. 
These relate to the personality and in- 
tellectual capabilities of the individual 
such as enhanced teaching and research 
skills, a broader and deeper understanding 
of the environment and problems of busi- 
ness, the ability to work effectively with 
others in varied situations, greater assur- 
ance and poise, broader acquaintance with 
colleagues and with leaders of business and 
industry, and possibly even a greater 
tolerance for the frailties of his fellow man. 
Perhaps the term “faculty development” 
can be generalized as the enhancement of 
the value of a teacher to society. 

Relationship of Research to Faculty 
Development. This paper is admittedly 
biased. Intelligent research as here defined 
is assumed to have a positive and causal 
relationship to faculty development. Others 
may present the negative side of the story; 
there might conceivably be something to 
say from this point of view. However, this 
is not a debate on the merits of the thesis 
but is an attempt to present only the 
affirmative arguments. 

Knowledge of Field. Perhaps the most 
important single outcome of research is a 
more penetrating and comprehensive un- 
derstanding of a particular field of business 
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administration. The criticism is sometimes 
made that most research projects are go 
narrowly specialized that the researcher 
becomes an authority on a minute area to 
the exclusion of a knowledge of this general 
field. Perhaps this is the old argument of 
the specialist v. the generalist. The fact 
remains that the specialist has an op- 
portunity to add to our limited store of 
knowledge of the business world and to 
originate, refine, correlate, or disprove 
theories and principles which the generalist 
does not have. It is difficult to understand 
how intelligent research of a theoretical 
nature in business administration can beso 
narrowly defined as to exclude all but a 
minute segment of a field. Research prob- 
lems in business administration cannot be 
channeled along an undeviating and closely 
delimited track with the facility which may 
be found outside the social sciences. There 
are too many entangled factors which must 
be considered, if only to dismiss them as 
irrelevant to the study. Even a very small 
research project of the type under discus- 
sion will almost surely result in both in- 
creased knowledge and understanding of 
the immediate project and greater under 
standing of the general field surrounding 
the project. 

A distinction should perhaps be made 
here between research as such and the 
publication of research findings. A faculty 
member can be a fine scholar in a field with- 
out publication, but not without research. 
There are undoubtedly many individuals 
in our colleges and universities who are 
excellent research workers but who never 
publish. It is unfortunate that the results 
of such efforts are not made available to 
their colleagues. 

Sophistication. A by-product of research 
to the individual (again ignoring the ques- 
tion of publication) is what might be 
called “sophistication” in his field. Effec- 
tive research develops the individual's 
ability to use the tools of his specialty and 
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to sift, correlate, and appraise data with a 
deftness and understanding which cannot 
beacquired by merely reading and study- 
ing what others have written. The analogy 
ig not perfect, but research provides the 
teacher with much the same type of experi- 
ence which the college graduate acquires 
when he attempts to apply the learning 
acquired in college to actual business situa- 
tions. This ‘“‘experience” should help the 
individual to develop into a more knowl- 
edgeable, ingenious, realistic, practical, 
and competent practitioner in his field. 

Opportunities. Still another by-product 
might be expressed as ‘“‘to him who hath 
shall be given.” Anyone who has had ex- 
perience on promotion committees, has 
participated in a search for new personnel, 
has assisted business firms seeking con- 
sultants, or has served as an advisor to a 
foundation is aware that the first question 
is “what has he done?” The question 
commonly, but not always, refers to pub- 
lications. 

For many faculty members, published 
research is the magic event which opens 
the door to greater opportunities for self- 
development. It is possible that too much 
weight may be given to publications in 
certain instances, but it should not be 
difficult to appreciate that publications are 
likely to rank high in order of consideration 
in almost any type of situation. The plain 
fact is that the individual who publishes 
has a tangible commodity to offer for 
appraisal. The individual who has not 
published may be equally competent, but 
his ability can only be attested by opinion 
and his productivity can only be supported 
by a rationale which justifies the fact that 
he has not published. 


SPECIFIC RELATIONSHIP OF RESEARCH 
TO PROMOTION 


The relationship of published research to 
Promotion in academic rank has been 
touched upon briefly above. There are two 
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specific points which are relevant to the 
general thesis of this paper. 

Short-run v. Long-run. It is natural for a 
faculty member to hope for promotion; it 
helps both ego and pocketbook. It is only 
sensible for a faculty member to do his best 
to bring himself to the maximum degree of 
eligibility for promotion. The latter point 
should be considered from the standpoint 
of both short-run and long-run possibilities. 

From the short-run point of view, the 
individual is primarily concerned with the 
college or university with which he is pres- 
ently associated. Educational institutions 
differ in attitude toward research. There 
may be some which actively oppose re- 
search; there are certainly many which are 
indifferent. The stronger institutions gen- 
erally encourage and expect research and 
publication. From a short-run standpoint, 
the individual is obviously well-advised to 
fit himself for promotion in terms of the 
criteria of his institution. He may also 
prefer to adopt this as his long-run goal. 

Individual faculty members have many 
preferences regarding institutions. They 
may prefer large, small, urban or small 
town, undergraduate or graduate, in addi- 
tion to sections of the country and other 
factors. However, the decision to do or not 
to do research and to publish is a fairly 
distinct line of cleavage. The relocation 
possibilities of the nonresearcher are 
limited to those schools which are hostile or 
indifferent to research; the productive re- 
searcher is eligible for all. The individual 
who aspires to appointment in one of the 
stronger institutions, and particularly if he 
hopes to have the opportunity to do grad- 
uate teaching, should appreciate that pub- 
lished research may not be the most im- 
portant criterion but it is the most com- 
mon one. 

Increased Enroliments and Research. A 
second point concerns the large increases 
in enrollments which are anticipated dur- 
ing the next decade and resultant increases 
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in demands for teachers. These demands 
are expected by some to be so great that 
educational institutions will be forced to 
relax criteria for selecting, retaining, and 
promoting members of the faculty. The 
current emphasis on publication is one of 
the standards which is expected to vanish 
or at least to play a less important role. 

The effect of future increased enroll- 
ments upon the importance assigned to 
research can only be conjectural at this 
time. It is possible, of course, that the 
demand for faculty members could become 
so great that a lowering of standards would 
be imperative. The demand today for 
established scholars and for promising 
young teachers is far greater than it was 
last year or the year before, and we can 
expect this situation to become even more 
critical in the years immediately ahead. 
However, there are a number of offsetting 
factors. One is an improvement in faculty 
salaries. Another is the experimentation in 
various schools with different methods of 
teaching more students without increasing 
the faculty. A third factor is the increase in 
the number of schools offering graduate 
programs and more opportunity to finance 
graduate study through scholarships, 
grants, fellowships, and part-time work. A 
fourth factor is the boot-strap operation of 
recent years whereby more and more in- 
stitutions are moving into the category of 
universities with a natural desire to emu- 
late the standards and attainments of the 
older and established institutions. Finally, 
there is the factor of maturation. 

Business administration is coming of age 
and is taking its place as an established 
and respected field along with the older 
and long-recognized disciplines. A con- 
comitant of this evolution is that the 
standards adopted for business adminis- 
tration are, more or less of necessity, the 
equivalent of those of the older disciplines. 
These include generally an encouragement 
and emphasis on research greater than that 
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which has been typical in the past jp 
schools of business administration. The 
maturation of business administratign 
means, in effect, that it must abide by the 
highest standards in effect among the 
various schools and colleges in the univer. 
sity. It is possible, but unlikely, that alj 
the units of the university might lower 
standards by reducing the importang 
assigned to research. On the basis of very 
slight evidence, the writer suggests that 
there may be more rather than less em. 
phasis upon research and publication in the 
years ahead. 


RESEARCH AND QUALITY OF TEACHING 


A common criticism of research is that 
it short-changes the student body by im 
pairing the classroom performance of the 
teacher. Of course this may happen. Simi- 
lar results could follow an excessive ex- 
penditure of time on text-book writing, 
consulting, square dancing, golf, deep sea 
fishing, or checkers. None of these ac 
tivities should impair classroom perform- 
ance, if controlled in terms of time and 
effort. On the other hand, research, and 
possibly consulting, offer possibilities of 
equipping an individual to be a mor 
stimulating teacher. 

There is much rationalization regarding 
the importance of effective teaching: There 
seems to be an idea abroad on some 
campuses that everything a teacher does 
should eventually result in better teaching. 
This is sheer nonsense. A member of the 
faculty of an educational institution has 
many responsibilities, of which only oneis 
discharged in the classroom. For example, 
he has a responsibility to consult with 
students, to carry his share of committee 
assignments, and to have dinner with the 
President on appropriate occasions. None 
of these add to his teaching effectiveness, 
except as they play a part in his continued 
employment, yet few would argue seriously 
that these activities should therefore be 
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terminated. None of these, and likewise 
research, should be emphasized to the 
atent that the faculty member no longer 
has time and energy for effective teaching. 
The problem is one of allocating time to a 
number of responsibilities, rather than an 
ubitrary exclusion of any one because of 
apresumption that such activity does not 
increase the effectiveness of the individual 
as a teacher. 

The principal stock in trade of a member 
of a university faculty is an acquaintance 
and understanding of the literature of his 
feld and a minimal competence in using 
existing tools, techniques, and skills. His 
basic training as an undergrduate and 
graduate student is in an existing body of 
knowledge. As a member of a faculty he is 
obviously expected to keep abreast of new 
developments in his field. All of this is 
handed to him on a silver platter as the re- 
sult of the efforts of others. However, he 
has a reciprocal obligation, in the opinion 
of the writer, to make some small addition 
to that stock of knowledge which has been 
| made available to him. His individual 
| contributions need not be great; few are. 
Most bodies of knowledge arise from the 
| accretions of small and, by themselves, un- 
important contributions which dovetail 
over the years into imposing disciplines. 
From this standpoint the argument of re- 
search versus teaching is irrelevant. The 
| faculty member has an obligation to make 
his contribution, however small, to the 
literature of his field. 


DO SCHOOLS ENCOURAGE RESEARCH? 


Research, like many other activities, 
should be begun early in one’s academic 
career. What do educational institutions 
do to encourage young faculty members in 
developing research interests? There are ex- 
ceptions to the following but, typically, the 
young teacher is given a heavy teaching 
load with a minimum of assistance, a dis- 
proportionately large share of counseling 
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and registration, and most of the dirty 
jobs around the school such as time-con- 
suming committees of little prestige and 
less reason for existence. In addition, to 
make ends meet, he may teach evenings 
and summers, grade correspondence papers, 
and tutor students. Blame for this type of 
stituation should probably be assessed to 
both parties—the individual and the 
school; the end result can be predicted 
without much difficulty and with a high 
degree of accuracy. If university adminis- 
trators really wish to encourage young ap- 
pointees to begin a research career, they 
will stop loading them with duties which 
could be done far better by nonfaculty 
personnel. Likewise, administrators might 
“encourage” young teachers to place more 
stress on their long-range goals and to look 
less enviously at the short-range dollar. 


GETTING STARTED 


The first publication seems tc be a terri- 
fic obstacle to so many. This is one of the 
reasons for starting in 1955 to publish ab- 
stracts of doctoral dissertations.in THE 
AccouUNTING Review. We hoped that this 
would not only encourage faculty members 
to continue research and publication, but 
that the abstracts, in their own right would 
serve to make known completed but un- 
published research. Along the same line, 
most theses contain material which could 
be reworked into one or more publishable 
articles, yet it is rare to find teachers taking 
advantage of the situation. Book reviews 
also represent excellent opportunities for 
the young teacher to get into print. These 
reviews may entail certain hardships on the 
ego of book authors but they are typically 
a hardy lot. 


SELECTING A TOPIC 


Selecting a question or problem for in- 
vestigation involves a number of con- 
siderations. One of the most important is 
that the individual, ideally, “discovers” 
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the problem. Many of us have been asked 
to suggest topics for research by doctoral 
candidates and by fellow faculty members. 
This is difficult to do in a way which will 
arouse any enthusiasm in the other person. 
You will recall that the Association pub- 
lished a series of “‘framed’’ research topics, 
beginning in 1954, in the hope that grad- 
uate students and faculty would seize upon 
them and supply answers to definite, exist- 
ing problems suggested by public account- 
ing and industrial firms and by govern- 
mental agencies. The program was a com- 
plete failure. Research in business ad- 
ministration is largely an individual affair, 
and the success depends heavily on the 
enthusiasm of the individual who initially 
conceives the idea. 

Originality. A topic or problem should 
have some element of originality. There is 
no point in simply duplicating what some- 
one else has done. However, the standard 
of originality can be set too high. Few, if 
any, projects are entirely original. There 
are few, if any, questions in the field of 
business administration which have not 
been considered by someone at sometime 
and the results made available in published 
form. New hypotheses, methods, assump- 
tions, data, interrelationships, and various 
other aspects of a project may result in a 
worthwhile investigation, even though the 
ground has been cultivated to some extent 
before. However, a word of warning is in 
order. Editors of magazines must consider 
varying types of readers and try to provide 
something in each issue which will appeal 
to each type. Accordingly, any given topic, 
no matter how intrinsically important it 
may be, cannot be permitted to dominate a 
publication. The young researcher who 
seizes on a phase of a topic which has al- 
ready had a good play in journals is likely 
to have difficulty in finding a publication 
opening, no matter how excellent his paper 
may be. 

Size. The size or scope of the topic isim- 
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portant to the researcher in terms of time 
and other resources and in connection with 
publication. It is pointless to undertake g 
project which can only be dealt with effec. 
tively in a monograph, if there are no prog. 
pects of publishing a monograph. Research, 
and potential publication, are matters to 
be considered together and with common 
sense. 

The beginner should, in most cases, 
select a small topic with the knowledge 
that he will have a small publication. Edi- 
tors are not fond of the small topic con- 
sidered in twenty pages, or the large topic 


covered in five pages. However, a small § 


topic covered effectively in a few pages is 
relatively easy to place for publication. 
Library Research. It is amazing how 
many beginners will seize upon an idea and 
complete an entire research project with 
out apparently making any effort to find 
out if the topic has been investigated by 
others. It seems only elementary to find 
out if one really has a novel idea or if others 
have had similar ideas and have done 
something about them. It is particularly 
embarrassing to an editor when a wel- 
meaning colleague produces with, ob 
viously, an expenditure of much time and 
effort, a paper which sets forth an idea 
which first saw the light of day a decade 


or more ago and has found its way into [ 


many textbooks. Faculty members at 
sometimes most indiscriminating whe 
considering the topics they have chosen for 
their research. 


COMPLETENESS 


One of the problems which any ft 
searcher must face, and one which seems 
to be particularly difficult for the beginner, 
is excessive familiarity with his subject. 
Prolonged immersion in a subject can easily 
lead one to the conclusion that everyone 
else is equally knowledgeable. This per 
haps explains some of the papers which art 
submitted to journals, which consist simply 
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of the writer’s conclusions. A research 

r submitted for publication should be 
complete with the reasons for and methods 
of investigation explained and the findings 
stated and supported. 

Style and Format. Style of writing and 
format of presentation are not of great 
importance in terms of publication. How- 
ever, some authors show surprisingly poor 
judgment. An editor of a journal is not 
likely to be tremendously impressed with a 
carbon copy of a paper which, judging by 
format and style, was obviously prepared 
for a competing publication. Another 
embarrassing practice of some of our 
colleagues is to submit a paper simultane- 
ously to several publications without ex- 
plaining the duplicate submissions. A 
paper prepared by any of the mass produc- 
tion methods such as mimeograph or 
multilith is immediately suspect. The au- 
thor could help his case if he explained how 
the paper happened to be in something 
other than typewritten form and to whom 
he has submitted copies. 

Grammar and Rhetoric. Assistance with 
grammar and rhetoric should be readily 
available in a university; surely only self- 
conscious reluctance to ask for help can 
explain some of the atrocious writing which 
is submitted for publication. However, an- 
other possible answer may be that the au- 
thor is too anxious to see his masterpeice in 
print to bother with sober reconsidera- 
tion. 

The researcher should follow the advice 
which has been given by many and let his 
Writing cool a bit, not too long but at least 
until his impassioned zeal has ebbed and 
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he has a few misgivings about his product. 
He is possibly then approaching a state of 
mind which will permit him to reread the 
paper with objectivity. It is amazing the 
number of constructive changes which can 
be made at this time. 

If a paper has merit an editor will often, 
perhaps usually, struggle along with the 
author is an attempt to get the words un- 
tangled, spelling and punctuation cor- 
rected, and meaning clarified. Lack of writ- 
ing skill should not deter a teacher from 
preparing the results of his research for 
publication. 


SUMMARY 


The thesis of this paper is that research 
is one of the primary responsibilities of uni- 
versity faculties and is an integral part of 
developing scholars and teachers. Yet no 
matter how vigorously all concerned may 
agree with this, research is often placed low 
in the order of priority. Still, in final anal- 
ysis, published research plays a vital part 
in the lives of many university teachers. 
Despite the abuses which are sometimes 
committed in the name of research, and the 
odds and ends which masquerade under 
the name, published research is one tangi- 
ble factor which can be appraised by many 
and is commonly given important recogni- 
tion. 

Perhaps the most important general con- 
sideration is that a faculty member has an 
obligation to enrich, to the best of his abil- 
ity the literature of his field. In return, his 
contribution cannot help but assist in his 
own development as an individual and as a 
scholar. 
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ACCURACY IN STATISTICAL SAMPLING 


H. Justin Davipson* 
Touche, Niven, Bailey & Smart 


pling techniques to problems of ac- 

counting has:grown during the past 
few years, an increasing number of books 
and articles have appeared in accounting 
literature describing the usefulness and re- 
porting the successful application of these 
techniques. The literature has covered a 
wide range of topics pertinent to the inter- 
disciplinary nature of statistical sampling 
as applied to accounting: the practical 
problems involved in the development, ac- 
ceptance and application of a statistical 
sampling plan; statistical methods; ac- 
counting implications of statistical sam- 
pling; cost advantages of statistical sam- 
pling; and many others. However, with 
few exceptions, current articles tend to give 
cursory attention to the one concept in- 
dispensable to an understanding of the 
usefulness and application of statistical 
sampling. This is the concept of statistical 
accuracy. In a majority of articles the 
concept of statistical accuracy is either 
ignored altogether, described erroneously 
or incompletely, or described with the as- 
sumption that the accountant has a 
thorough grounding in statistics. 

The concept of statistical accuracy is 
important in understanding the usefulness 
of statistical sampling because accuracy is 
one of the two basic advantages of statis- 
tical sampling techniques. One advantage 
of statistical sampling is, of course, the 
fact that an estimate of a desired char- 
acteristic is obtained at less cost than by 
means of a complete count or calculation. 
The second basic advantage is that the 
estimate is obtained with a known degree 
of accuracy. Since the cost advantage can 
be obtained by any type of sampling plan, 
it may be argued that the principal and 
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only advantage of statistical sampling is its 
characteristic of known accuracy. 

Because statistical accuracy is of such 
fundamental importance, this paper will 
attempt to explain the concept in terms 
that the accountant can understand. While 
this explanation will be primarily directed 
toward statistical accuracy, it is hoped 
that the explanation will provide the ac- 
countant with additional insight into the 
entire statistical sampling process. 

On an intuitive level, the statistician’s 
and the layman’s concepts of accuracy 
are identical. That is, the accuracy of an 
estimate is, in some way, a measure of the 
nearness of the estimate to a “true”’ value 
being estimated. However, the statistician 
has found that there is no one measure 
which by itself will give a complete de- 
scription of the accuracy of a sample esti- 
mate. The statistician, therefore, uses 
three concepts to describe statistical ac- 
curacy. These are the bias, the precision, 
and the reliability of a sample estimate; 
taken together they comprise the statis- 
tical concept of accuracy and afford an 
equivalent to the common concept of 
accuracy. 

Although the statistician uses the three 
concepts of bias, precision, and reliability 
to define accuracy, these three concepts 
correspond to two types of inaccuracy 
familiar to the average person. These two 
types of inaccuracy or error can be termed 
“random error” or error due to chance and 
“systematic error.” An illustration of these 
two types of error is afforded by the shot 
pattern of a rifle fired at a target. First, 


* The author wishes to express his appreciation to 
Robert M. Trueblood, Robert J. Monteverde, and 
Richard M. Cyert for their constructive criticism and 
comments during preparation of this article. 
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though a rifle is aimed precisely each time 
at the center of a target, the bullets will 
not all strike in the same place. Due to 
small chance variations—ranging from the 
amount of powder in each cartridge to the 
reflexes of the marksman—the strikes of 
the bullets will tend to cluster about the 
center of the target. This type of error is 
termed random error and is described, in 
the statistical sense, by the concepts of pre- 
cision and reliability. 

In the above example, a second type of 
error may be distinguished if the sights of 
the rifle are inaccurate. With such the case, 
not only will there be a random error, re- 
flected in a clustering of the bullet strikes, 
but there will be a systematic error re- 
flected in the clustering of the bullet strikes 
at a point away from the center of the tar- 
get. In the statistical sense, this systematic 
error in bullet strikes due to the inaccu- 
racy of the rifle sights is described by the 
concept of bias. 

Bias, or ‘‘systematic error,” in a sample 
estimate arises chiefly in two ways. First, 
a sample estimate may be biased because 
of systematic errors in measurement. For 
example, in measuring the diameter of a 
sample of ball bearings, the gauge may be 
miscalibrated with a resulting bias in the 
estimate of ball bearing diameter. Second, 
the method of making the sample estimate 
may be inherently biased. For example, 
the total population of the United States 
might be estimated by counting all females 
and multiplying by two. Regardless of how 
precise the count of females, the estimate 
of total population would be biased be- 
cause the ratio of females to males in the 
United States is not one to one. 

Although bias, or systematic error, must 
always be considered in determining the 
total accuracy of a sample estimate, in 
most practical applications of statistical 
sampling the inaccuracy of a sample esti- 
mate due to bias will be small or negligible 
m comparison to the inaccuracy due to 
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random error. This will be especially true 
if competent statistical guidance is avail- 
able to aid in selecting a statistical sam- 
pling method with minimum bias and to 
aid in avoiding systematic errors of meas- 
urement. 

Although the basic concept of bias is 
simple, a thorough discussion of bias is 
technically complex and beyond the scope 
of this article. Therefore, the remainder of 
this article will discuss the concepts of 
precision and reliability without further 
reference to bias. In the discussion that. 
follows, the total accuracy of the sample 
estimate will be treated as being measured 
solely by precision and reliability. How- 
ever, the reader should note that this 
simplification is made only for convenience 
of exposition. In any actual sampling situa- 
tion, the effect of bias on accuracy must be 
measured and taken into account. 

To develop the concepts of precision and 
reliability, it is convenient to begin at the 
point where a statistically determined sam- 
ple has been drawn from a population for 
which it is desired to make an estimate of a 
population characteristic. The steps and 
principles involved in making the desired 
estimate and in determing the precision 
and reliability of the estimate can then be 
viewed more clearly. In practice, of course, 
the principles involved have been taken in- 
to consideration by the statistician prior to 
drawing the sample. 

The following situation will be con- 
sidered: 


It is desired to estimate the total dollar value of an 
inventory of 1,000 items by means of a statistical sam- 
pon, Lag . An unrestricted random sample of 40 items 
oa drawn from the tion of 1,000 items and 
the dollar values for indivi items recorded as fol- 


lows: 
$79.74 $25.31 $41.35 $33.80 
25.06 71.36 00.45 95.90 
36.54 93.54 95.22 70.18 
21.84 30.68 29.04 91.06 
75.50 00.36 39.57 97 .67 
64.08 85.72 22.47 10.87 
09.93 67.89 96.25 81.54 
13.54 76.35 56.85 26.58 
28.68 72.66 29.31 03.41 
95.39 41.08 87.90 47 .32 
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The érwe dollar value of the 1,000 inventory items is 
$50,000. This true value is, of course, not known to the 
person making the statistical sampling estimate. 
Starting from such a situation, the follow- 
ing points will be covered: (1) how the 
statistician makes an estimate of the true 
total dollar value of inventory, (2) how the 
statistician is able to make statements 
concerning the accuracy of his estimate and 
his definition of accuracy of an estimate, 
and (3) how well the statistician has done 
in this particular estimate and the manner 
in which he can improve furture estimates. 


MATHEMATICAL NOTATION 


At this point it is convenient to intro- 
duce statistical notation for the quantities 
and concepts being discussed. The use of 
simple mathematical notation in articles 
for the accountant, while contrary to gen- 
eral practice, is becoming increasingly 
necessary if effective communication be- 
tween the statistician and accountant is to 
be maintained—indeed, if statistical meth- 
ods are to be successfully applied within 
the accounting area. It has been generally 
recognized that the successful combination 
of statistics and accounting is handicapped 
by the statistician without a substantive 
knowledge of accounting practice and its 
complexities. Unfortunately, the converse 
of this statement—which is also valid— 
has not been emphasized. While the ac- 
countant need not be a first-rate statis- 
tician, he should speak a little of the lan- 
guage. Mathematical notation is an indis- 
pensable part of statistical language and, 
for this reason, is used in this article. 

The symbols that are commonly used by 
practitioners of statistical sampling and 
that are used in subsequent pages are ex- 
plained in the following section. 


COMMON STATISTICAL SYMBOLS 


N= The total number of items in the pop- 
ulation being sampled (in this case the 
total number of inventory items, 
1,000). 
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n= The total number of items in the sam. 
ple (in this case, 40). 

Y;=The value of the characteristic being 
measured for the jth item in the total 
population (in this case the dollar 
value of the jth item in the total in. 
ventory). 

y;= The value of the characteristic being 
measured for the jth item in the sam- 
ple (in this case the dollar value of the 
jth item in the sample). 

Y=The sum of all Y; where j runs from 1 
to N (in this case, the true total dollar 
value of the 1,000 inventory items), 

y = The sum of all y; where j runs from 1 
to n (in this case the total dollar value 
of the 40 inventory items in the sam- 
ple). 

Y=The average value of all Y; (in this 
case the average dollar value of the 
1,000 inventory items in the popula- 
tion). 

§=The average value of all y; (in this 
case the average dollar value of the 40 
inventory items in the sample). 

¥=The estimate of Y derived from the 
sample. 

From the above symbols, the acountant 
may note some standard rules of statistical 
notation which are generally followed: 

1. Capital letters refer to population 

values, i.e., N. 

2. Small letters refer to sample values, 

ie., 

3. Letters with subscript refer to individ- 

ual items or values of individual items, 
i.e., Y;. 

. Letters without subscript refer to 
totals of individual items or totals of 
values of individual items, i.e., Y. 

. The symbol ~, used in connection with 
another symbol denotes an estimated 
quantity, i.e., 

. The symbol -, used in connection with 
another symbol denotes an average 
quantity, i.e., Y. 

The accountant’s basic education in 
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statistical notation is satisfactory for most 
ses if one additional symbol, }-—the 
Greek letter, sigma—is introduced. This 
bol simply means “‘the sum of” or “the 
total of” the quantities following it. For 
example, Dy; means the sum of all 
quantities, y;. If any possible confusion 
exists about what is being summed, it is 
customary to add subscripts and super- 
scripts to the symbol >). For example, 


j=l 
means the sum of all quantities, y;, for 


j=1,2,3-+-+-m; that is, 


The notation which has been introduced 
can be clarified by reference to the sam- 
pling situation being investigated. If y; is 
the sample value for the jth item drawn, 
then the characteristics of the sample 
drawn by the statistician may be described 
as follows: 


Since there are 40 items in the sample, j, 
which runs from 1 to m, runs from 1 to 40 in 
this case, equals 40. 

With the use of the symbol, >>, the ac- 
countant may also note some simple rela- 
tionships which exist between the symbols 


introduced. For example: 


i=n 


y= 


jul 
By previous definition of 
j=n 
j=l 
In terms of the present example, this 
means that: 
Yao 
y= $79.74+-25.06+36.54+ - - - 47.32 
y= $2,071.99 
The symbolic relationship simply says that 


the total dollar value of the sample, y 
equals the sum of, 

j=n 

the dollar values of the ” individual sam- 
ple items, ¥;. 

Another symbolic relationship that may 

be noted is as follows: 


j=—= 


This says that the average dollar value of 
sample items, 9, equals the total dollar 
value of the sample, y, divided by the 
number of items in the sample, . In terms 
of the present example: 


$2,071.99 
40 
§=$51.79975 


Similar relationships apply, by analogy, 
to characteristics of the population being 
sampled by the statistician. For instance: 


Y= Y; 
ful 


j= 
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In the present example, the population 
being sampled has been assumed to have 
the following characteristics: 


However, it should again be pointed out 
that the statistician making the sample 
estimate does not know Y or Y. Y is the 
quantity which the statistician must esti- 
mate. 


THE ESTIMATE 


Necessary statistical notation having 
been established, the problem of estimating 
the true total value of the 1,000 inventory 
items can be considered. A reasonable ap- 
proach to making this estimate might be as 
follows. From the 40 sample values of in- 
ventory items, the average value of in- 
ventory items in the sample can be cal- 
culated as $51.79975. If the sample is rep- 
resentative of the total population of 1,000 
inventory items, the expected average 
value of the 1,000 inventory items is also 
$51.79975. Since there are 1,000 inventory 
items in the total population, an estimate 
of the true total value of the 1,000 inven- 
tory items is $51,799.75. 

In statistical notation, the approach 
described above can be summarized by one 
equation. 


That is, 9, the estimate of Y, equals the 


total number of inventory items, N, times 
the average dollar value per inventory item 
estimated from the sample: 


j=l 


n 


The equation for the estimate, P, has 
been derived above as a reasonable means 
of estimating, Y, the true total value of the 
1,000 inventory items. This estimate, f, 
is not only reasonable, it is the best type of 
estimator of Y for this particular problem 
and an entire class of problems which it 
represents. 

An estimate of the true total value of 
the 1,000 inventory items having been 
made, its accuracy is of concern to both the 
statistician and the user of the estimate. 
Knowing that the true total value of in- 
ventory is $50,000, we are in a position to 
calculate precisely the percentage of error 
for the estimate of $51,799.75. However, 
the statistician making the estimate does 
not know the true total value of the inven- 
tory. How can he make statements about 
the accuracy of the estimate? 

A working understanding of statistical 
statements about accuracy can be gained 
by considering a repeated sampling and 
estimation process from the particular pop- 
ulation of this problem. Therefore, the re- 
sults of drawing many random samples of 
40 items from the population of 1,000 in- 
ventory items and calculating from each 
sample the estimated true total value of 
the population will be considered. 

Suppose 1,000 random samples of 40 were 
drawn from the population of the present 
problem and an estimate of the true total 
value of the population computed for each. 
For this particular population with 
known true total value of $50,000, the re 
sults of calculating 1,000 estimates of the 
true total value would be expected to fol 
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low the general pattern given in Table I.’ 


Taste I 


Number of Times in 
1,000 Estimates that 
the Estimate, Y, 
W ould Be Made 


Estimate, Y, of True Total 
Inventory Value, Y 


SEESESEESESES 


ES 


+ 


In Table I it should be noted that the 
repeated estimates, Y, from samples of 40 
items tend to cluster about the true total 
value of inventory, $50,000. For example, 
the sample estimates, /, fall within the 
interval from $46,000 to $54,000, 582 times 
out of 1,000. This tendency of sample esti- 
males to cluster around the true value of 
the characteristic being estimated holds 
true regardless of what the true value of 
the characteristic being estimated is. Thus, 
if in the present example the true total 
value of inventory had been $100,000, a 
clustering pattern of sample estimates 
about $100,000 would occur. The cluster- 
ing of sample estimates about the true 
value of the characteristic being estimated 
is of fundamental importance to the con- 
cept of statistical accuracy. 

The statistician makes use of the cluster- 
ing property of sample estimates to define 
accuracy in the following fashion. For an 
individual sample estimate, f, the statis- 
tician designates a specific interval about 
the estimate, ?. For instance, he might 
designate the interval from /—$10,000 to 
¥+$10,000—or from $41,799.75 to 
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$61,799.75 in the case of the estimate of 
this example. Such an interval about the 
estimate, ?, is commonly called, in statis- 
tical language, a ‘‘confidence interval’ or a 
measure of the precision of the estimate, 
f. Now if the estimate, ?, is a “good” 
estimate of the true value, Y, then the 
true value, Y, may well be within the 
confidence interval set. A pertinent ques- 
tion is how often will the statistician be 
correct in saying that the true value, Y, 
falls within the confidence interval? 

To illustrate the answer to this question, 
suppose again that the statistician makes 
1,000 estimates of the true total inventory 
value of $50,000 from random samples of 
40. Suppose that for each estimate, the 
statistician designates a confidence in- 
terval of plus or minus $10,000 around the 
sample estimate. Thus for estimates that 
the statistician makes which are between 
$40,000 and $60,000, the true value of 
$50,000 will lie within the confidence in- 
terval; for estimates that are outside of 
this range, the true value of $50,000 will 
fall outside the confidence limits. How- 
ever, from the values given in Table I for 
the present example, 956 out of 1,000 esti- 
mates made by the statistician will fall be- 
tween $40,000 and $60,000. These chances, 
in a repeated series of estimates, of the true 
value of $50,000 lying within the con- 
fidence interval of plus or minus $10,000 
about the sample estimates are called the 
reliability of the estimate, Ff. As can be 
noted from this example, the statistician 
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must specify both the precision and relia- 
bility of the estimate when referring to its 
accuracy. 

In the present case, it was seen that for 
a confidence interval (precision) of plus or 
minus $10,000 around the sample estimate 
the true value will be within the confidence 
interval set for 95.6% of all estimates 
(reliability). For this example, it is worth- 
while to investigate the change in reliabil- 
ity as precision changes. Results of such 
changes for the present example are pre- 
sented below. 


It will be noticed that reliability decreases 
as the confidence interval (precision) de- 
creases. Viewing a smaller confidence in- 
terval as increased precision, reliability de- 
creases as precision increases. This general 
relationship holds not only for this par- 
ticular example, but for any statistical 
sampling plan where sample size is fixed. 
The effect of varying sample size on preci- 
sion and reliability is discussed shortly. 
So far, it has been demonstrated that the 
statistician can use the “cluster” property 
of sample estimates to make statements 
about the reliability and precision of an 
estimate. However, in order to use the 
cluster property, the statistician must 
have some knowledge of the cluster pattern 
for a given type of sample and some means 
of measuring the pattern. Fortunately for 
the user of statistical sampling, the cluster 
property of most statistical sampling plans 
follows a definite pattern which can be cal- 
culated by the statistician. For the sam- 
pling plan of this example and also for 
many other sampling plans, the clustering 
of sample estimates approximately follows 
a pattern known as the normal distribu- 
tion. The mathematically minded account- 
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ant can secure a picture of the normal dis. 
tribution by plotting or graphing the 
values given in Table I. However, use of 
the normal distribution is so frequent ig 
practical statistics that its properties de. 
serve additional explanation. 

The fundamental property of the normal 
curve that is of importance may be de. 
scribed with reference to sample estimates 
as follows. Given any clustering of sample 
estimates that follow a normal distriby- 
tion, a measure of the “clustering” (or a 
measure of the dispersion as it is called in 
statistical language) may be calculated for 
the sample estimates. This measure of dis- 
persion is called the standard deviation of 
the sample estimates by the statistician; it 
is usually denoted by the small Greek letter 
sigma with a subscript added to identify 
this particular standard deviation as per- 
taining to the distribution of sample esti- 
mates of the total, ie., op. When the 
standard deviation of the estimates, c¢, is 
used as a unit of measurement, the number 
of sample estimates falling within any 
distance (measured in multiples of ) from 
the true mean is precisely known. 

To illustrate this property of the normal 
distribution, suppose that a normally dis 
tributed group of sample estimates (dif 
ferent from those of our example) has 4 
standard deviation, op, equal to $5.00. 
Whatever the true value that is being esti- 
mated, it is known that 68.3% of the sam- 
ple estimates will fall within an interval 
about the true value plus or minus one 
standard deviation, co, i.e., plus or minus 
$5.00; it is known that 95.4% of the sample 
estimates will fall within the interval of 
plus or minus two 9, i.e., plus or minus 
$10.00; and similarly for any multiple of 
the standard deviation, cp. This property 
of the normal distribution means that, 
regardless of what is the true value being 
estimated, the frequency of sample esti- 
mates falling within any interval about 
the true value is known. The statistician 
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an then proceed to make statements 
about the precision and reliability of an 
estimate in the manner that has been dem- 
onstrated. 

Since the standard deviation of the 
sample estimates, op, the measure of the 
dispersion (or clustering) of the sample 
estimates, is of such importance, its char- 
acteristics may be investigated further. It 
would be expected that the dispersion (or 
dustering) of sample estimates should be 
telated to the dispersion (or clustering) of 
individual population values. In terms of 
the present example, one would expect the 
dispersion of the sample estimates of total 
inventory, Y, to be related to the disper- 
sion of individual inventory item values, 
Y; This is, in fact, true. Using the 
symbols, « for the standard deviation or 
measure of dispersion of the Y, and oy, for 
the standard deviation or measure of dis- 
persion of the Y;, their relationship may 
be written : 


This relationship is important for two 
reasons. First, it enables the estimation of 
ag. As has been stated, op is a measure of 
dispersion of the sample estimates; how- 
ever, it is not practical to draw a large 
number of samples and calculate the esti- 
mate, Y, for each in order to calculate a9. 
However, cy, can be estimated (with any 
desired precision and reliability) from the 
original sample. Thus, an estimate of of 
can be calculated by means of the rela- 
tionship above. Since it is customary to 
denote estimates of o by the letter, S, the 
above equation can also be written: 


(mn) 


a2 


For the mathematically minded, the 
equation for S,,, the estimated standard 


deviation, or measure of dispersion, of the 
Y; is as follows: 


D (95-59)? 


n—1 
In addition to enabling the practical 
estimation of op, the relationship: 


N-n Noy; 


is important because it enables the statis- 
tician to design a sample to yield any level 
of precision and reliability desired for the 
sample estimate. As some readers may 
note, this equation says that the standard 
deviation, of the sample estimates, 
decreases as sample size, m, increases. As 
a? decreases, a constant percentage of sam- 
ple estimates, e.g. 68.3% for a plus-and- 
minus one-sigma distance, fall within a 
shorter interval about the true value being 
estimated. In simplest terms, if it is de- 
sired that the sample estimates, Y, cluster 
closer about the true value being esti- 
mated, Y, then the size of the sample 
should be increased. A closer cluster of 
sample estimates yields increased preci- 
sion and/or reliability and increasing sam- 
ple size thus increases these quantities. 
How much the sample size should be in- 
creased to attain a desired level of preci- 
sion and reliability is discussed in the next 
section. 


POST-SAMPLE EVALUATION 


The procedures for making an estimate 
and specifying its accuracy having been 
explained, it is desirable to make a post- 
sample evaluation of the statistical sam- 
pling plan used. The results of the example 
statistical sampling plan are given below: 

1. The true value, Y, being estimated 

was $50,000.00 
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2. The estimate, ? of the true value was, 

$51,799.75 

3. The precision of the estimate was 

+$10,000 with a reliability of 95.6% 
(or +$8,000 with a reliability of 
89.6%, etc.) 

Although the estimate, Y, is in this case 
a very good estimate of the true value, Y, 
the precision of the estimate is relatively 
bad. If it were not known that the true 
value is $50,000, but only that the statis- 
ticians would be right 95.6% of the time in 
saying that the true value lay between 
$40,712.50 and $60,762.50, then sample re- 
sults might be viewed as unsatisfactory. 

If the sample results are viewed as un- 
satisfactory, the question arises as to how 
an increased level of precision and/or relia- 
bility can be attained in future samples. It 
has been shown that increasing the sample 
size improves precision and reliability, 
but how much should the sample size be in- 
creased? The statistician is able to answer 
this question by specifying exactly the 
relationship between sample size, preci- 
sion, reliability and the basic variability 
of the individual items in the population 
which is being considered. For the present 
example, this relationship is expressed by 
the equation: 


Pp? 
Nes,? 


1+ 

In the equation above, # and NW are sam- 
ple size and population size respectively. 
S,; is the estimated standard deviation, 
oy;—commonly called the standard error— 
of the individual items in the population 
and is a measure of their variability. P is 
the desired level of precision in terms of 
the plus or minus interval about the true 
value. ¢ is a quantity corresponding to 
the reliability desired. Values of ¢ for 
various levels of reliability are as follows: 
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Reliability Desired 


Use of the equation above can be dem. 
onstrated by calculating the sample siz 
necessary for a precision of + $5,000 anda 
reliability of 95% for sample estimates 
from the population of 1,000 inventory 
items. In this situation, the symbols in the 
equation have the following values. 


P=$5,000 
t= 1.96 
N =1,000 
Sy; =$31.724 


One word should be said about how Sy, 
was obtained. In the present case, a value 
of Sy, was calculated from the first sample 
of 40 inventory items and used in determin- 
ing the precision and reliability of the 
sample-of-40 estimate. If the sample of 
items had not been drawn and Sy, not de 
termined, it would be necessary to drawa 
small sample to do so. This latter proce- 
dure is normally followed in practical 
sampling work. A small sample is first 
drawn to estimate Sy,. Sy, is then used to 
design a larger sample which will approx- 
mate the desired precision and reliability 
for the estimate required. 

To determine the sample size, m, fora 
precision of +$5,000 and a reliability of 
95%, the values given above are sub 
stituted in the equation for sample size. 


(1,000)2(1.96)2(31.724)? 
(5,000)? 

(5,000)? 


Solving for , the required sample size is 
found to be 134. For purposes of compari- 
son, we may also compute the precision of 
the sample size of 134 at a 90.0% level of 
reliability by using this same formula. If 
these calculations are carried out, the 
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precision of a sample of 134 at a reliability 
of 90.0% is +$4,182. These results may 
be compared with the results of the first 
example : 
Sample Size Reliability 

134 +$ 5,000 95.09 

134 +$ 4,182 90.0% 
For approximately the same level of relia- 
bility, doubling the precision (halving the 
confidence interval) requires more than 
doubling the sample size. As a rule of 
thumb, twice the precision for a given 
level of reliability usually requires approxi- 
mately four times the sample size. 


SUMMARY 


The foregoing has been a brief descrip- 
tion, using a hypothetical example, of the 
process followed by the statistician in mak- 
ing an estimate from a statistical sample, in 
specifying the accuracy of the estimates in 
terms of reliability and precision, and in 
designing the sample. As a brief descrip- 
tion, the discussion has been restricted to 
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the case of simple unrestricted random 
sampling and is necessarily simplified. The 
full complexities of statistical theory have 
been avoided and the many practical 
problems which are faced in instituting a 
statistical sampling plan have not been 
discussed. 

Despite omissions, it is hoped that the 
accountant has gained some insight into 
statistical sampling procedures and the 
language of the statistician. Particularly, 
it is hoped that the accountant has gained 
understanding of the concepts of precision 
and reliability which the statistician uses 
in defining accuracy. Known accuracy— 
known precision and reliability—is one of 
the major advantages of statistical sam- 
pling. When the accountant uses statistical 
sampling, he can benefit from this ad- 
vantage of determinable accuracy by 
specifying the levels of precision and relia- 
bility he desires for the estimate being 
made. However, if these basic concepts of 
statistical sampling are not understood, the 
advantages of statistical sampling may not 
be realized. 
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AMERICAN ACCOUNTING ASSOCIATION FELLOWSHIPS 
FOR 


1959-1960 


The Committee on Fellowship Program is pleased to announce that five fel. 
lowships of $1,000 each have been awarded for the academic year 1959-1960. 


The purpose of the awards, which were made possible by a grant from Haskins 
& Sells Foundation, Inc., is to assist teachers of accounting in their doctoral 
studies. 


The recipients and their present affiliations are as follows: 


Rosert W. BENECKE Hastings College, Hastings, Nebraska 

Hottis A. Drxon Peat, Marwick, Mitchell & Co., Dallas, Texas 
Dre L. KLEESPIE Tucson Public Schools, Tucson, Arizona 

RIcHARD F. PAGE Southern Illinois University, Carbondale, Illinois 
Joun A. Tracy University of Wisconsin, Madison, Wisconsin 
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DEPRECIATION AND CAPITAL. REPLACEMENT 
IN AN INFLATIONARY ECONOMY* 


WILLARD J. GRAHAM 
Professor, University of North Carolina 


Y SUBJECT as it appears in the 
M printed program is Depreciation 

and Capital Replacement In An 
Inflationary Economy. I should like to re- 
state this subject in somewhat greater de- 
tail as follows: 

1. The function of depreciation in the 
“recovery” of capital invested in deprecia- 
ble property—its gradual re-conversion to 
expendable funds. 

2. The difficult problem—in an infla- 
tionary economy—of measuring and ex- 
pressing the amounts of capital recovered. 

3. The relationship of depreciation to 
capital replacement. 

Before proceeding to the discussion of 
these specific issues, let us review some of 
the basic principles of depreciation ac- 
counting, for they affect both the timing 
and the total amount of “‘recoveries.” 


The Objective of Depreciation 


It is now quite generally recognized that 
depreciation is not a method of evaluation 
of property, nor a device for providing 
funds for replacement of depreciated 
property; rather, it is a method of allocat- 
ing the cost of property to operating pe- 
riods, then to divisions and departments, 
and finally to products and services. This 
does not mean, however, that depreciation 
has no relationship to the “recovery” of 
capital invested in depreciable property, 
hor to the provision of funds for the re- 
placement of this property. In a very real 
Sense, and under certain conditions, de- 
preciation does tend to “recover” capital 
and provide funds for replacement. These 
relationships will be developed more fully 
later. But here I wish to emphasize that 
the objective of depreciation is the alloca- 


tion of cost, and that these other relation- 
ships, while important, are incidental to 
the main objective. 


Depreciation Base and Method 


There are two important aspects of the 
cost allocations—the “recovery” of capital 
invested—arising from depreciation. They 
are: 

(1) The timing of the recoveries—their 
distribution among accounting pe- 
riods; and 

(2) The total amount of the recoveries. 
The timing of the recoveries is determined 
by the depreciation method employed 
(straight-line, declining-amount, or other). 
The total amount of the recoveries is a func- 
tion of the choice of base (original dollar 
cost, original cost re-expressed in terms of 
current dollars, or replacement cost). It 
should be noted that the choice of method 
and the choice of base are independent de- 
cisions, and that neither is related to the 
estimate of useful life. 


The Choice of Method 


The most logical and reasonable basis 
for allocating property cost would seem 
to be in relation to benefit received—the 
net value of the service rendered by the 
property in the various operating periods. 
It would appear that in most situations 
the net value of services rendered in suc- 
cessive periods will tend to decline, for 
several reasons. 

(1) When property is purchased, par- 
ticularly in substantial amounts, it is with 
the expectation that the volume of produc- 
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tion and the earnings for the reasonably im- 
mediate future will justify the purchase. It 
is not ordinarily expected that the property 
will be uniformly useful over its entire 
estimated life. 

(2) The physical efficiency of property 
ordinarily declines over its useful life, 
reducing gradually the quantity and/or 
quality of its service. This may involve 
loss of precision, more time out for repairs, 
and other factors. 

(3) There is a gradual encroachment of 
obsolescence. This gradually reduces the 
value of even the same quantity and qual- 
ity of service rendered by the property in 
successive periods. For example, just as 
soon as an improved machine is available, 
the net value of the services rendered by 
the existing machine is reduced. 

(4) Repairs and maintenance tend to in- 
crease each period, thus gradually reducing 
the net value of the service rendered in 
successive periods. 


The Declining-A mount (Accelerated) Method 
of Depreciation 

The foregoing seem to constitute cogent 
arguments for the application of some de- 
clining-amount method of depreciation to 
book accounting. It is highly improbable, 
however, that in any large number of cases 
either of the declining-amount methods 
available for taxes will be appropriate. 
The fixed-percentage-of-diminishing-bal- 
ance method will probably not yield even 
approximately accurate allocations of facil- 
ity costs, particularly at the “accepted” 
(tax) rate of 200 per cent of straight-line. 
The sum-of-the-years’-digits method is 
particularly inflexible in that both the 
starting rate and the “slope-of-the-line”— 
the amount of change each year—are pre- 
determined. But there still remains an al- 
most unlimited choice of specific declining- 
amount methods—of first-year and last- 
year rates, of frequencies of rate change, 
and of the “slope-of-the-line.” For ex- 
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ample, under the multiple-straight-lin. 
method the “slope-of-the-line” may ly 
much less “steep” for buildings than for 
machinery and equipment, and less “‘steep” 
for some types of machinery and equip. 
ment than for others, all depending on the 
analysis and evaluation of the factors of 
depreciation discussed earlier. 

It is evident, then, that in any given 
situation, the selection of the most appro- 
priate declining-amount method, and its 
application, present extremely difficult 
problems, substantially more difficult than 
those involved in the application of the 
straight-line method. But if facility cost 
ought to be allocated to successive time 
periods, and to production, in proportion 
to the net value of the service received in 
successive periods, and if there is sub 
stantial evidence that the net value of the 
services received does decline substantially 
over time, it follows that a continuation of 
the straight-line method of depreciation re- 
sults in substantial errors in cost alloce- 
tion. I will hazard the opinion that in most 
cases these errors are greater than any that 
are likely to result from the selection and 
application of any declining-amount meth- 
od that seems reasonably appropriate to 
the given situation. 


The Siraight-Line Method of Depreciation 


The use of straight-line depreciation is 
justified only when the following assump 
tions are tenable:* 


(1) The asset will be uniformly useful 
throughout its useful life; 

(2) There will be no decline in physical 
efficiency ; 

(3) There will be no encroachment o 
obsolescence, i.e., there will be 0 
technological progress in this area; 

* Strictly speaking, if consideration be given to it 

terest on investment, these assumptions would j 
a slightly i ing rate of depreciation; straight-im 
iation ides for some continuous decline B 


the net value of services rendered when considerations 
given to the interest factor. 
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(4) The periodic cost of repairs and 
maintenance will not increase; 

(5) There will be no change in product 
or production method which will 
render the asset less appropriate— 
less adequate—for the service which 
it renders, than the date on which it 
was acquired; precisely the same 
machine would be bought today. 


Insofar as these assumptions are not valid 
—and they rarely are—then some form of 
declining-amount depreciation is more 
appropriate than straight-line for allocat- 
ing costs in relation to the net value of 
services rendered, and in the determination 
of reported net income, particularly from 
the standpoint of providing a sound basis 
for an estimate of future earning power. 
Furthermore, unless the change toward 
declining-amount is at least twice as 
much as it should be—unless the “slope- 
of-the-line”’ is at least twice as “steep” as 
warranted by the facts of the given case— 
the resulting depreciation charges are still 
more “accurate” than under straight-line 
depreciation. 


Depreciation and ‘‘Recovery” of Capital 
Consumed 


Now, let us get back to the particular 
aspects of depreciation that we are sup- 
posed to be discussing today—the recovery 
of capital invested in depreciable property, 
and the replacement of that property, in an 
inflationary economy. 

But, you say, if depreciation is merely a 
method of allocating the cost of capital 
consumed to successive accounting periods 
(and to divisions and departments and 
finally to products and services) how does 
this “recover” the cost of the capital in- 
vested in depreciable property? Well, it 
doesn’t necessarily. But if the selling price 
of the product or service is at least suffi- 
cient to cover all costs, including a proper 
charge for depreciation—the costs of the 
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capital consumed—the actual sale of the 
product (or the rendering of the service) 
does recover all costs allocated to the prod- 
uct, including the costs of the capital 
consumed, 


Depreciation and Replacements 

It follows, then, that the cost of capital 
consumed which is ‘‘recovered” by the 
(non-cash) charge for depreciation, plus 
net income in excess of dividends paid (in- 
crease in retained earnings), is available for 
all kinds of increases in net assets including 
the replacement of depreciated property. 
And please note this. Herein lies the only 
relationship between depreciation and re- 
placement of depreciated assets. Insofar as 
these available funds are not required—nor 
used—for increases in net working capital, 
reduction in long term debt, etc., they are 
available for replacements of—or additions 
to—depreciable property. While there is no 
causal relationship from replacement re- 
quirements /o depreciation policy (as I will 
try to demonstrate later), it is true, as just 
indicated, that ‘‘funds’’ resulting from the 
“recovery” of capital consumed, through 
the charge for depreciation, may be avail- 
able for replacement of depreciated assets. 


Equivalent Replacement 

Note particularly that any effect of de- 
preciation on funds for replacement is im- 
mediate—in the current year; these fands 
are available currently for the purchase of 
depreciable property, and quite commonly 
are expended for this purpose. This is, in a 
very real sense, the current (immediate) 
“equivalent” replacement (in dollars) of 
the asset cost that is being charged to cur- 
rent operations as depreciation—the “‘equi- 
valent” replacement of the assets being 
currently depreciated. Rarely, if ever, is 
there a special ‘‘fund” built up over time to 
finance the replacement of a specific asset 
or group of assets at retirement. Thus there 
can be no possible relationship between the 
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total of the depreciation charged off during 
the life of a specific asset and the cost of re- 
placing that asset at its retirement. 


Effect of Changes in Depreciation. Policy on 
Available Funds 


Now that we have established that the 
amount of the current depreciation charge 
plus the increase in net earnings (or less the 
decrease in net earnings) is available for in- 
creases in net assets, including replace- 
ments, does it follow that a change in de- 
preciation policy (for book purposes) will 
be reflected automatically in a correspond- 
ing change in the amount of funds available 
for these purposes? Certainly not. There 
will be no change whatsoever in the 
amount of these available funds unless the 
change in depreciation policy is reflected in 
a management decision that affects an in- 
come item, an expense item (other than 
depreciation expense) or the amount of 
dividends paid. But of course depreciation 
policy does influence management deci- 
sions. This is one of the primary reasons 
for a sound depreciation policy. 

For example, if a careful review of de- 
preciation policy should result in justified 
increases in some or all of the depreciation 
charges (on the books), the resulting in- 
crease in costs and decrease in net income 
might well lead management to one or 
more of the following actions, among 
others: 


(1) An increase in the price of one or 
more of its products; 

(2) Increased pressure for cost reduc- 
tions—or for increases in sales 
volume; 

(3) More determined resistance to de- 
mands for wage increases; 

(4) A reduction in dividend payments. 


Only insofar as these management actions 
are effective in offsetting the additional de- 
preciation charges and maintaining re- 
ported net income at its former level (or re- 
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sult in lower dividend payments) will the 
increased depreciation charges serve to 
“recover” more funds which are then 
available for increases in net assets, in. 
cluding replacements. In the absence of 
such effective actions by management, the 
only effect of increased depreciation 
charges will be a corresponding reduction 
in net income—and hence no effect on 
available “funds.” 


Preliminary Conclusions 


At this point let us summarize our con- 
clusions; we have established: 


1. That depreciation is a method of 
allocating to successive periods—and 
to products—the ‘“‘cost” of capital 
consumed; 

2. That an appropriate method of al 
location is in ratio to the benefit re- 
ceived—the net value of the services 
rendered in successive periods, and 
that most situations demand a degree 
of declining-amount depreciation. 

3. That an appropriate depreciation 
charge tends to “recover” the cost of 
the capital consumed and to make 
funds available for increases in net 
assets, including the current “equi- 
valent”? replacement of the capital 
consumed. 


Depreciation Base 

This brings us to what is perhaps the 
most critical issue of the whole deprecia- 
tion policy. It is simply this. What is the 
most appropriate base for measuring—and 
expressing—the capital cost that is being 
“recovered” by depreciation? There would 
seem to be three alternative bases. They 
are: 


(1) The number of dollars in the capital 
investment; the original dollar cost. 
(2) The amount of general purchasing 
power—“‘economic power,” the com- 
mand over goods and services it 
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general—in the capital investment; 
the original dollar cost re-expressed 
in a number of current dollars equi- 
valent to the economic power in- 
vested. 

(3) The “replacement cost” of the 
specific item or type of capital being 
depreciated. 


Replacement Cost 


Let us dispose first of the third alterna- 
tive—replacement cost. What is replace- 
ment cost anyway? It seems to “‘mean all 
things to all men.” It has been variously 
described as: 


(1) What an identical asset would cost 
currently ; 

(2) What an identical asset wéll prob- 
ably cost at the time of replacement; 

(3) What the “equivalent” of the asset 
would cost currently, ‘‘equivalent” 
being none too clearly defined; 

(4) What it has already cost to replace 
the asset; 

(5) Original cost adjusted by specific 
price indexes—many narrowly spe- 
cialized indexes, or a few, or just 
one index specific to all of the ex- 
penditures of a company, or even 
of an industry. 


All of these varieties of replacement cost 
are based on the concept that net income 
is the excess of revenue over some measure 
of the “current cost’? of replacing the 
physical capital (assets and services) con- 
sumed in producing that revenue—that net 
income is the portion of the revenue not re- 
quired to maintain intact some physical 
quantity measure of the capital invested in 
depreciable property. 

Quite aside from the lack of agreement 
as to what replacement cost is, and the dif- 
ficulty—perhaps impossibility—of meas- 
uring it, its use as a base for the deprecia- 
tion charge would represent a departure 
from recorded original cost and thereby 
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would destroy to a considerable degree the 
objectivity of accounting. The cost of 
“consuming” existing capital should be de- 
termined irrespective of the intention to re- 
place in kind, to replace with a different 
type of capital, or not to replace at all. This 
conclusion appears to rule out, in the de- 
termination of income for periodic report- 
ing to stockholders and other non-manage- 
ment groups, the use of either specific 
replacement costs or a price index specific 
to the particular kinds of assets ‘“‘con- 
sumed” by a given corporation. 


Management's Use of Replacement Costs 


It should be recognized, however, that 
specific replacement costs have great sig- 
nificance for those engaged in the active 
management of business. To a very large 
degree management should ignore, in its 
decisions, facts about original cost, except 
as those costs are indicative of present or 
probable future costs. Management in- 
volves planning for the future, including 
the replacement of actual physical capital 
when it has been consumed. It follows that 
the plans for revenue—and other sources 
of capital—must take into consideration 
the present cost, and even the probable 
future cost, of the capital being consumed. 

That such costs are not objective is not 
necessarily a bar to their usefulness to 
management. That they are frequently 
only broad estimates, and subject to vary- 
ing degrees of inaccuracy, may be unfor- 
tunate, but unavoidable. Still, with allow- 
ances for their limitations, management 
must—and does—make its decisions on 
the basis of specific replacement costs 
rather than past costs. 


Alternative Original Cost Bases 


The elimination of replacement cost as 
an appropriate base for depreciation—for 
the measurement of capital recovery—(at 
least for financial reporting) limits our 
choice to only the first two alternative 
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bases (1) original dollar cost, and (2) 
original dollar cost re-expressed in current 
dollars of equivalent “economic power.” 
But why are these alternative bases not 
the same? Isn’t the dollar the only meas- 
ure of cost, the only standard for express- 
ing “economic power?” Why do we get 
substantially different dollar amounts from 
the use of these alternative bases, both of 
them describing the same thing, the origi- 
nal cost of the capital invested? The ex- 
planation lies in the fact that we are talk- 
ing about two different dollars—the dollar 
at the time of the investment of capital and 
the dollar at the time of the recovery of 
that capital through depreciation. The 
dollar is not stable, after all. It is not a 
constant, uniform measure of economic 
power. It does fluctuate in value, mate- 
rially. 


Inflation—The Decline in the Value of the 
Dollar 


Since 1933 the value of the dollar has 
been declining almost continuously, with 
minor interruptions in 1938, 1949, and the 
middle fifties. Its value now is less than 
40% of the value in 1932, and about 50% 
of its value in 1940, as measured by an in- 
dex of general prices—a weighted average 
of prices of a wide range of goods and 
services. With inflationary forces still at 
work—uncontrolled money supply, large 
government debt, deficit spending to avoid 
“recession,” union demands for wage in- 
creases in excess of the gain in productiv- 
ity, support of farm prices, the cold war, 
etc., together with accounting methods 
that fail to reflect adequately the impact 
of inflation on profits—a recovery of any 
substantial portion of this loss of value is 
highly improbable; indeed a continuing 
decline in value is the far more likely 
prospect. 


The Measure of Recovered ‘‘Capiial” 
Keeping in mind these facts about dollars 
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and dollar values, let us look again at the 
two alternative bases for depreciation, for 
the measurement and expression of the 
amount of capital recovered through de. 
preciation. When this capital was invested 
it was expressed in a given number of 
dollars which at the time had a certain 
amount of economic power as measured 

all other possible uses of this number of 
dollars. In the determination of income ing 
subsequent period, is it sufficient to charge 
against operations the origial dollar cost 
of this capital, to recover through de- 
preciation only the mumber of dollars in- 
vested irrespective of their current eco- 
nomic power? If operations produce more 
current dollars than the original dollar 
cost can we say, therefore, that we havea 
net income? Or must we first recover the 
economic power invested, expressed in a 
larger number of smaller dollars which 
have a total economic power—an over-all 
purchasing power—equal to that of the 
capital invested? Is it sound accounting 
practice to report that capital investment 
has been maintained intact, and a profit 
earned, when in fact only the number of 
dollars of investment is unimpaired, while 
the economic power of those dollars has 
been constantly shrinking? Can a profit 
exist, in any real sense, without the full 
recovery of the economic power initially 
invested in the capital that has been con 
sumed in earning that profit? I contend 
that sound accounting and adequate re- 
porting will be impossible so long as we 
ignore—and conceal by subterfuge—one 
of the important economic facts of life, viz 
that the dollar is no longer a uniform, 
stable, constant measure of economic 
power, that it has declined substantially in 
value, that capital investments measured 
initially by the economic power of dollars 


at the time of investment can be properly : 


measured at the time of recovery through 
depreciation only by re-expressing the eco 
nomic power invested in terms of a larger 
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number of smaller dollars of equivalent 
total economic power.* 


Methods of Disclosure 

Inthe present stage of accounting devel- 
opment it may be that on the primary 
fnancial statements as certified, deprecia- 
tion should be based on original dollar 
costs. The effect on cost and income of the 
conversion of original dollar costs to cur- 
rent dollars of equivalent economic power 
may best be presented in appropriate 
supplementary statements. Eventually, 
however, in my opinion, depreciation on 
the income statement should be stated in 
current dollars, with appropriate adjust- 
ment to the capital section of the balance 
sheet. 

Perhaps the best statement about the 
usefulness of such supplementary state- 
ments is that which appears below: 


“While corporate reports are typically pre- 
pared primarily for stockholders, the information 
therein presented becomes, in effect, public 
property, and may enter quite generally into the 
formation of judgments. Financial statement data 
expressed in uniform ‘current’ dollars would 
seem to be useful for the following purposes: 

(1) The appraisal of managerial effectiveness 
in terms of the preservation of the current dollar 
equivalent of the capital invested in the business 
and not merely its initial dollar amount; 

(2) The analysis of earning power in terms of 
the current economic backdrop; 

(3) The determination and justification of 
sound wage policies; negotiations with labor 
unions; 

(4) The determination by government of 
long-range policies with respect to ‘control’ of 
the economy through monetary policy, price 
regulation, limitation of profits, taxation, etc.; 

(5) The creation of an informed public opinion 
with respect to profits, prices, wages, etc., and the 
effect of inflation (or deflation) upon financial 
relationships generally; 

_(©) The determination of managerial policies 
with respect to pricing, credit, dividends, expan- 
sion, and the like.’”’** 


, * In theory the conversion of original dollar depre- 
Cation costs to current dollars of equivalent vote 
power requires the following procedure: 

(1) The classification of the original dollar cost of all 
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items of depreciable property in existence at the 
beginning of the accounting period by year of 
acquisition, and sub-classification by deprecia- 


tion rate. 
2) The application of the depreciation rate 
(3) The sub-totaling of the resulting amounts of de- 


on each ’s property acquisition. 
these amounts taken at this 


(5) The totaling of the “adjusted” depreciation 
amounts for each acquisitions, 
to secure the total “adjusted” depreciation 


In many cases the procedure outlined above may not 
be feasible. Where property records are such that it is 
impossible or impracticable, a shorter procedure may be 

. It involves the following steps: 
(1) The classification of the origina! dollar cost of all 
items of reciable property existing at the 
beginning the current period by year of ac- 


(2) The application of the proper general price index 
to the total of each year’s acquisitions, to get the 
“adjusted” cost, as of the beginning of the cur- 
rent period, year’s acquisitions. 

(3) The totaling of these amounts to get the total 
Ra: cosathy of all existing rty as of the 
beginning current period. 

(4) The division of this “adjusted” cost of 
by its original dollar cost to get a weighted index 
of “adjusted” cost to origina! dollar cost of total 


(5) lication of this index to the current 
's depreciation on original dollar cost—to 
get depreciation on “adjusted” original cost. 

Nore: The second method (above) is subject to the 
possibility of material errors, particularly if price 
changes have been largely in a single direction, and if 
relatively large amounts of acquisitions have occurred 
in single years, i ly either in recent years or 
relatively remote years. For example, at the present 
time, after a long period of almost continuous price in- 
creases (decline in the value of the dollar) it is quite 
yield too large an amount of “adjusted cost” deprecia- 


tion. 

Both of these procedures are based on the assumption 
that depreciation is computed on the balance in the 
property account at the beginning of the period. Other- 
wise modified procedures would be necessary. 


be necessary to secure reasonably accurate approxima 
tion of depreciation based on “adjusted” original cost. 
Any reasonable estimate is more useful for many pur- 
poses than depreciation computed on original cost. 
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Artificial Speed-U p of Original Dollar Cost 
Recovery 


There appears to be quite a general 
recognition of the inadequacies of deprecia- 
tion allowances based on original dollar 
cost,* even though “accepted accounting 
principles” —and the S.E.C.—do not sanc- 
tion any departure from this outmoded 
base. Asa result stratagems of various kinds 
are frequently employed to achieve “by 
the back door” some of the benefits of 
“current dollar” depreciation. Common 
devices include: underestimates of useful 
life; charges to current operations of items 
which should be capitalized; more rapid 
declining-amount depreciation than is 
justified. All of these devices do achieve 
some of the benefits of current dollar de- 
preciation; capital is recovered before it 
loses so much economic power through con- 
tinued inflation, and there is a saving in 
interest cost. For financial reporting, how- 
ever, any artificial speed-up of original cost 
recovery leading to currently larger de- 
preciation charges is not an acceptable 
substitute for the re-expression of original 
cost in current dollars. It is not good policy 
to offset one error against another. Then, 
too, the offset tends to be temporary, for 
total recovery is limited to the dollar in- 
vestment. 


Conclusions and Recommendations 


(1) Depreciation is a process of allocat- 
ing the cost of property to successive 
operating periods—and to products 
and services—preferably in relation 
to benefit received, the net value of 
services rendered by the facilities in 
successive periods. 

(2) Depreciation tends to “recover” the 
cost of capital consumed and there- 
by to provide funds for increases in 
net assets, including the current 
“equivalent” replacement of the 
capital consumed. 
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(3) 


(4) 


(5) 


(6) 


(7) 


For book accounting the choice of 
depreciation base (original dollar 
cost, original cost re-expressed ip 
current dollars, or replacement cost) 
and the choice of method (straight. 
line, declining-amount or other) are 
independent decisions; and neitheris 
related to estimated useful life. 
Since it is quite generally true that 
the net value of services rendered by 
capital tends to decline over useful 
life, a declining-amount method of 
depreciation is more likely to be ap- 
propriate than is straight-line. 
Since the value of the dollar has de- 
clined substantially, the “recovery,” 
through depreciation of the original 
dollar cost of capital invested, gen- 
erally falls far short of full recovery 
of the economic power initially in- 
vested. Hence original dollar cost is 
not an appropriate depreciation 
base. 

Depreciation based on current or 
anticipated cost of replacement is 
not satisfactory for financial re 
porting. The cost of “consuming” 
existing capital should be inde- 
pendent of the intention to replace 
in kind, to replace with a different 
type of capital, or not to replace at 
all. 

Depreciation based on original cost 
re-expressed in terms of current 
dollars of equivalent economic 
power as measured by a general 
price index produces a net income 
amount that should be a sounder 
basis for estimating future earning 
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ing toa 
respondents ( 
educators) approved in principle the sg ear that 
the current dollar cost of depreciation should be te 
flected in some anes manner in corporate reports 
to thi i see ‘ jon ey on 

Level Adjustment of Depreciation” in The Journal 
Accountancy 


recent questionnaire from AICPA, 74% of all 
69% of corporate executives and 34% of 


or a complete analysis of the replies 


April, 1958, page 36. 


(9) 


(8) 
Final 
Pur DO 
Det 
not gc 
by th 
preci 
methe 
ment 


Depreciation and Capital Replacement 375 


power than either of the other two 
alternative bases. 

(8) For financial reporting, an artificial 
speed-up of original cost recovery is 
not an acceptable substitute for the 
re-expression of original cost in cur- 
rent dollars. 

(9) Changes in depreciation policy— 
either base or method—can effect 
corresponding changes in replace- 
ment funds only through manage- 
ment decisions that affect income 
items, expense items (other than de- 
preciation expense) or dividends 
paid. 


Final Note: Depreciation for Income Tax 
Pur poses 


Depreciation for income tax purposes is 
not governed by accounting principles but 
by the provisions of the tax law. Tax de- 
preciation should no longer be considered a 
method of cost allocation but an instru- 
ment of social policy. The indiscriminate 


provisions for investment allowances and 
accelerated depreciation (including de- 
clining-amount) have no necessary rela- 
tionship to the expiration of useful life—to 
the net value of services rendered in succes- 
sive periods. It is legitimate—and usually 
in the interest of the tax-payer—to take 
the largest deductions available under the 
law, to recover the capital invested as early 
as possible. Full advantage should be 
taken of all artificial speed-ups available 
without respect to proper allocation of 
cost, including investment allowances, too 
rapid acceleration, current deduction 
(where permissible) of expenditures capi- 
talized on the books, or even excessive 
rates. So long as depreciation deductions 
must be based on original dollar cost it is 
almost certain that all of the foregoing 
speed-up devices taken together will fall far 
short of recovery of the current dollar 
equivalent of the cost of capital consumed 
and that confiscation of capital by taxation 
will continue. 
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A CASE FOR NATIONAL INCOME ACCOUNTING 
IN THE ACCOUNTING CURRICULUM! 


J. E. 
Associate Professor, Queen’s University, Kingston, Canada 


cate the acceptance of national in- 

come accounting as a topic for study 
in the more advanced undergraduate ac- 
counting classes. The reasons offered will 
be that the topic adds to the educational 
value of the whole subject of accounting 
and provides another link between ac- 
counting and economics. The plan of the 
paper will be to examine the role of in- 
struction in national income accounting, 
first, in relation to the educational objec- 
tives of schools of business; second, in rela- 
tion to its usefulness for business adminis- 
tration; and third, in relation to a profes- 
sional career in accountancy. 


T= purpose of this paper is to advo- 


Educational Objectives of Schools of Business 


Even a few weeks devoted to national 
income accounting in an undergraduate ac- 
counting course should expand the ac- 
counting horizons for students and their 
instructor. The subject provides a helpful 
perspective for contemplating an economic 
society in operation. In this role, its place 
in the curriculum appears consistent with 
the following view of business education: 

Men are men before they are businessmen; and 
even if it did not contribute directly to improved 
business management, university education would 
be of infinite value. For what the university seeks 
(or should seek) to provide is a stimulating en- 
vironment in which the potentiality for growth of 
those who come to it can be most fully realized.* 


Certain it is that there is a sweep and a 
scope to national income accounting which 


assures an intellectual content and a 
challenge to the imaginative student. 
One of the things which even a brief 
study of national income concepts and 
methods does is to throw into relief a kind 


of bias which underlies most accounting 
instruction: its preoccupation with the 
philosophy of the firm. Of course there is 
nothing wrong with concentrating on the 
problems of the single firm, but if that is 
the way things are, it is just as well to be 
aware of them. Some work in national in- 
come accounting provides a standard of 
comparison and helps the accounting stu- 
dent (and his teacher) to appreciate the 
special emphasis of a large part of his 
studies. 

And national income accounting makes 
us think more about the nature of private 
property, and the role of money and bank- 
ing in the economy. It brings home the idea 
that some things which are assets for a 
person or for an individual business are not 
necessarily assets for a whole community. 
For example, when we step back to view 
the whole country, the only stocks and 
bonds which survive as assets from the na- 
tion’s point of view are those issued by 
foreign companies and governments, and 
then only because our accounts are just for 
our own country, and not for the world. A 
nation’s “investment,’’ which we measure 
in the gross savings and investment ac- 
count, turns out to be changes over the 
year only in what the economist calls “teal 
assets’”—increases or decreases in inven- 
tories, in fixed assets, and in net foreign 
investment. 

In the same way, the kind of game we 
play in preparing the work sheet for a flow 
of funds analysis helps us to see how the 

! This paper is based on a talk given in a round table 


discussion on national income accounting at the Annual 
Meeting of the Association at Syracuse University, 


University and Business, 
The Vinleorsity of , July, 1957. 
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banking system fits into the economic ac- 
tivity of a whole country. The classification 
of the effects of transactions as non- 
fnancial and financial shows the kinds of 
changes in other sectors of the economy 
which are related to the changes in loans 
receivable and deposit liabilities shown in 
the banking sector. 

Again, the preparation of a balance of 
payments statement makes us think about 
the variety of ways in which net foreign 
investment may change, and about the 
kinds of things which constitute inter- 
national economic transactions. 

It would be rash to advocate any course 
in accounting which was useless—although 
that might be a stimulating, if unpopular, 
proposition. Speakers on accounting sub- 
jects often say that accounting is nothing 
if it is not useful, and we infer that they 
want accounting courses which teach use- 
ful accounting. But what I would urge is 
that sometimes we jump too quickly to 
conclusions about what is useful instruc- 
tion. Some studies may be ultimately use- 
ful—in the sense that they influence our 
attitudes and cur thinking years hence— 
which may not recommend themselves 
necessarily on grounds of immediate or di- 
rect application. What is useful is that 
which we use; and we will be using what we 
have learned if years later we find it af- 
fecting our outlook on the world about us. 
One need only recall the university courses 
which he took himself to realize how, over 
the years, his views have changed about 
what the best courses were. One writer has 
said, “To ask whether a given subject is 
useful or not is like asking whether friend- 
ship is useful, and the answer is that it can 
be, though its usefulness is better not 
stressed.’”* 

The immediate usefulness to employers 
of at least some of the courses in the cur- 
riculum cannot be overlooked, but some 
space must be reserved for experiment with 
ideas, and for an analysis of what goes on 
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within the whole of society, of which busi- 
ness is only a part. The excitement or the 
stimulus of new insights, like a good tenor, 
is where you find it. There is no formula for 
its discovery and one must be grateful for 
it wherever it appears. Teachers are pro- 
fessional people. They should have ideas of 
their own about what is worth learning, 
and they should have the independence to 
insist on some recognition of their ideas. 
They should not succumb entirely to a 
teaching of what outsiders tell them is 
worth learning, or worse still, to an ob- 
sequious teaching of what they think out- 
siders think is worth teaching. Surely there 
is an honorable place reserved in business 
education for learning more about the 
world without thought for the material 
blessings or future promotions which may 
be forthcoming from such knowledge. 

The fact that the philosophers recognize 
that a thing may be intrinsically “good” 
for its own sake and not merely good for 
the benefits it will bring, is a point we 
should not lose sight of in accounting ed- 
ucation, no less than in other fields of ed- 
ucation. Often, looked at in perspective, 
the distinction becomes blurred anyway. 
We have all been able to observe how a pri- 
mary concern for what one regards as 
worthwhile for its own sake, and without 
regard to worldly consequences, may some- 
times bring material reward as its unex- 
pected result. In the Second Book of Chron- 
icles, the story is told how God offered to 
give to Solomon whatever he asked, and 
how Solomon asked for wisdom and knowl- 
edge. Solomon’s reply proved eminently 
satisfactory for he received not only what 
he asked for but also riches and wealth and 
honor. It is perhaps unfortunate from our 
point of view that it was apparently neces- 
sary to supplement wisdom and knowledge 
with material possesions to make the re- 
ward complete, but a recollection of the 


* Cecil Cragg: “And Truly Teach,” The Queen’ 
Quarterly, Summer, 1958, 
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story at least directs us to the merit of 
putting first things first. 

Needless to say, I do not think of a 
course which includes national income as 
being “specialized” accounting; to my 
mind it is generalized, not specialized. It 
deals not with one aspect of accounting but 
with accounting for a whole community, or 
sector of the community. For its apprecia- 
tion, it requires an interest in the economic 
welfare of the nation and a curiosity about 
how closely we can measure the effects of 
economic activities taking place there. 

As for the technical details of practical 
accounting, we can master many of them 
most efficiently in the actual environment 
which demands the answer—a learning 
process which, incidentally, also saves 
memorizing a good deal of technical in- 
formation we may never need. The old 
accountancy apprenticeship system ad- 
mittedly smacked of serfdom and was not 
congenial to the North American disposi- 
tion, but perhaps we have reacted too far in 
the opposite direction. It was a business 
man who observed that we cannot learn to 
swim without getting wet sooner or later. 
And it was the Head of a Department of 
Philosophy who said, 

“Too few people realize that universities do 
not attempt to teach experience, but concentrate 
on preliminary training of the mind, which makes 
experience so much more valuable when it comes.‘ 

Of course the really major objection to 
an increase in the purely technical courses 
in accounting—to accounting ‘“‘in depth” — 
is that there is only so much room in any 
university curriculum, and they tend to 
crowd out other courses which the stu- 
dent, in the whole of his lifetime, may 
never again have an opportunity to study. 
We substitute what can always be learned 
later for what may never be thought about 
constructively unless some preliminary 
guidance is given in the university. The 
special genius of the university should be 
its capacity to develop a range and a 


breadth of interests. 

If we are to place accounting somewhere 
in the social sciences, we have to show ip 
what respects it constitutes a study of 
human conduct. One way is to note that 
accounting is the study of the measure. 
ment of income, and that income is one of 
the more important motivators of human 
conduct. 

A second way is to consider the defini- 
tion of economics. The economist Alfred 
Marshall once said to his class, “All simple 
statements about economics are untrue.” 
Whereupon one student at the back of the 
room raised his hand and asked him if that 
statement were one of them. One hesitates, 
therefore, to define economics, but we may 
hazard the definition that it is an analysis 
and explanation of the material means by 
which men live. Since the story of our 
material existence is now largely a story of 
transactions effected in terms of money, 
accounting would seem to have some claim 
as a branch of economics, and in turn of the 
social sciences. 

We are not inclined often to look upon 
accounting as a study of human conduct. 
It is not so difficult to conceive of a house 
hold budget, which is a kind of accounting, 
as a study of the economic conduct of a 
family. But nowadays human conduct has 
to be studied in relation to various institu 
tions of which the individual is only a part. 
The phenomenon of the “organization 
man,’’ whose every reflex is supposed to be 
conditioned to the demands of some large 
institution, beclouds the study of human 
conduct, as such. Much of human conduct 
is expressed through institutions, whose 
decisions must always be human ones, and 
much of accounting is the record of the 
economic activities and condition of it 
stitutions, including of course, corpora 
tions. As G. K. Chesterton observed some 


time ago, “Human nature is hunted, and 


“A. R.C. Duncan, at the Tenth Annual Conference 
of the Canadian Tax Foundation, November, 1956. 
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has fled into sanctuary.” It is only when 
we move through the full arc from the 
economic conduct of the individual to the 
economic conduct of the whole nation that 
the pattern of human conduct once more 


emerges. 
Application in Business Administration 


Unfortunately, ours is not an age which 
seems sympathetically disposed towards 
learning as an intrinsic good. It behooves 
us to turn to an examination of the other 
arguments for national income accounting 
inthe curriculum. It will greatly strengthen 
our case if we can show that the concepts 
and published data of the national ac- 
counts are of practical application im busi- 
ness. Occasionally nowadays a company 
president will refer in his remarks to share- 
holders to the change in gross national 
product when explaining the change in 
operating results compared with those of 
the preceding period. Gross national prod- 
uct is becoming accepted as a yardstick 
against which an individual business may 
appraise its own performance. 

The national accounts have a useful role 
to play in the formulation of economic 
policy by governments, but it is a mistake 
to suppose that this is their only applica- 
tion. They have a direct part to play in 
business accounting. The experience of the 
Dominion Bureau of Statistics in Ottawa 
has been described by one of its senior 
officers in this way: 

The number of requests received by the Bu- 
Teau regarding materials on the National Ac- 
counts from corporations, financial houses, trade 
associations, labour groups and others testifies to 
the growing use that is being made of the Na- 
tional Accounts in the business world problems. 
The usefulness of the data for many specific pur- 
poses such as the study of markets, the relative 
importance of particular industries or groups of 
commodities in the economy as a whole, regional 
Variations in income, and so on, is generally 
Tecognized. With a set of accounts to guide him 
the executive is able to visualize more clearly the 
complex processes which take place in the 
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economy and their interrelationships.* 

Even if we reject the value of a curiosity 
about the economic affairs of a whole 
country, and insist upon a single-minded 
devotion to the affairs of one firm, we must 
concede that the firm by itself cannot 
provide all the relevant data for an under- 
standing of itself. To understand our one 
firm as fully as possible, we need to know 
not only how it has fared relative to its 
customers, but we need to set it against a 
background of other firms operating in the 
business community. Success or failure is 
only relative. The financial picture is not 
finished until we have touched it up with 
some external data, such as the national 
accounts may provide. 


A Background for a Professional Career in 
Accountancy 


No one will claim that national income 
accounting should be included in the pre- 
scribed courses of study in preparation for 
contemporary professional accountancy 
examinations. Preparation for a profes- 
sional career is, however, a larger concept 
than preparation for professional ac- 
countacy examinations. The student mem- 
bers of a school of business include a 
number who intend eventually to make ac- 
countancy their career, and it is at this level 
in their education that the topic deserves 
attention. 

Let us concede at once that the relevance 
of our subject to the practice of profes- 
sional accountancy is neither immediate nor 
direct. Perhaps in the future the day may 
come when the national accounts are so 
much a topic of current interest, and so 
much depended upon for decisions, that 
vested interests will arise which will lobby 
for a manipulation of the data they con- 
tain. Then it will be that the U. S. De- 
partment of Commerce becomes the client 

* S. A. Goldberg, “The National Accounts—Whither 


Now?,” a paper given at the meetings of the Canadian 
Political Science Association, June, 1958. 
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of one of the large firms of public ac- 
countants, and the auditors will examine 
the national accounts and report to the na- 
tion whether, in their opinion, the pub- 
lished statements fairly present the current 
financial condition and results of economic 
activities for the year under review. As yet, 
practising public accounts can only dream 
of such an audit. 

No, the relevance of the national ac- 
counts for the accounting profession is 
rather different. I cannot do better than 
use, to support my own point, the words of 
Dr. MacKenzie, President of the Univer- 
sity of British Columbia: 


... for just as technology itself has become more 
complex, so equally society has become more 
complex, and professional bodies can no longer 
achieve their professional ends without having a 
better understanding of the society within which 
they operate and of which they are a part. An in- 
creasing number of professional leaders have in 
recent years been saying that a good deal of what 
is now included in the curriculum as the study of 
techniques can better be learned on the job if the 
basic capacity to think and to handle the tools 
for thought can be communicated in the uni- 
versities.® 


National income accounting is, I believe, 
one such ‘“‘tool for thought.”” Anyone who 
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has worked through the illustrations and 
problems in this subject will agree that 
national imcome accounting makes yoy 
think. It takes the techniques with which 
we are familiar and applies them in an un. 
familiar context. This is good intellectual 
exercise in anybody’s language. And it 
demonstrates how accounting can be made 
to work as a mattter of practical applica. 
tion to a particular problem. 


SUMMARY 


The subject of this paper is closely re- 
lated to one’s philosophy of education, 
Those who favor a curriculum which pro- 
vides for breadth of outlook will differ in 
the means by which their objective may 
best be achieved, but some attention to na- 
tional income accounting is merited. To 
provide its students with as wide a knowl 
edge and understanding of the world they 
live in as is possible by the time they finish 
their formal education is an aim worthy of 
a school of business—in common with the 
university of which it forms a part. 


*N. A. M. MacKenzie, “The Work of the Univer. 


sities” in 


Canadian Today, 
editor. (McGraw-Hill, 1956.) 
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FOOTNOTES 


Joun H. Myers 
Professor, Northwestern University 


HIRTY years ago footnotes in annual 

reports to stockholders were rare; to- 

day, published statements seldom 
are without them. Not only are footnotes 
frequent and numerous, but also they may 
be very important in the interpretation of 
the statements. My own procedure in read- 
ing financial statements is to read the foot- 
notes right after I read the auditor’s opin- 
ion but before looking at the formal state- 
ments. 

Footnotes must be read, not because all 
footnotes are important, but because one 
may be vital. Some seem to me to contra- 
dict what is said on the face of the state- 
ments. Others replace that which is ordi- 
narily on the statements. Others add im- 
portant, supplementary material. A few 
merely repeat in text form what already 
has been said very well on the statements. 

The purpose of this article is to present 
the results of my analysis of the notes in 
the statements of one hundred sixty differ- 
ent companies and to offer some sugges- 
tions for improving our presentation of fi- 
nancial statement information. All of the 
companies analyzed are engaged in manu- 
facturing or merchandising activities. Most 
are listed in the AICPA’s annual Account- 
ing Trends and Techniques. A few of the 
companies are quite small; most are large; 
some are the giants of American enter- 
prise. The sample represents a fair cross- 
section of publicly held companies in the 
fields covered. 


Notes that Contradict 


Many of the footnotes to financial state- 
ments seem to contradict what is said on 
the face of the statements. Generally ac- 
cepted accounting principles require dis- 
closure of the facts, yet today’s common 
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conventions do not get all the facts onto 
the statements. Also, there are difficulties 
in semantics such as are found in both “‘re- 
tained earnings’ and “earned surplus.” 
These problems are illustrated in the para- 
graphs below. First are some surplus- 
semantics illustrations. The rest of the ex- 
amples arise because of the inadequacy of 
current accounting conventions. These 
latter divide themselves into two classes. 
Some of the companies cited departed from 
the normal conventions to give more mean- 
ingful statements yet had to say in a foot- 
note that the statement amounts were not 
what most accountants would assume 
them to be. Other companies followed the 
usual conventions but stated that these 
conventions did not produce statements 
telling the whole truth; the rest of the 
truth had to be given in the footnote. 

International Harvester Company, for 
example, states “the balance in this ac- 
count reflects the reductions caused by 
transfers made to Common Stock account 
as stock dividends or otherwise.” The ac- 
count balance thus does not reflect more 
than part of the earnings retained. Per- 
haps International Harvester should be 
congratulated for having pointed out the 
contradiction. I am certain that other 
companies among my one hundred sixty 
have similarly capitalized retained earn- 
ings; none mentioned it. Perhaps this only 
argues that ‘Retained Earnings,’”’ now so 
commonly used in place of ‘Earned Sur- 
plus,’”’ is a poor choice of words. 

“Earned Surplus” carries with it an im- 
plication, at least to many readers, that it 
is free for any use. If ‘Earned Surplus” 
and “Retained Earnings” are freely sub- 
stitutable terms, then the many notes 
pointing out restrictions are contradictory. 
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Air Reduction Company, for one, points 
out in a note that only thirty million of its 
sixty-six million dollars of retained earn- 
ings is available for dividends. Caterpillar 
Tractor takes the negative approach and 
states how much, sixty per cent in this 
case, is not available. Chain Belt Company 
avoided a contradictory note on a separate 
page by including the restriction right on 
the balance sheet thus: 

Retained earnings invested in the busi- 

ness (under terms of indenture, ap- 

roximately $3,900,000 at October 31 

957, is not available for payment 

cash dividends), statement attached.. $23,581,240 
Three of the other surplus restrictions were 
caused by directors’ decision (Bristol 
Myers for excessive replacement cost), by 
court decree (Sun Oil Co.), and by pre- 
ferred stock contract (W. T. Grant Co.). 

Two companies contradict, in a way, 
their inventory amounts. Gimbel Brothers 
speaks of tax litigation pertaining to its lifo 
inventories and says that necessary adjust- 
ments have not been made. Ohio Oil Com- 
pany reports that its inventories of crude 
oil are carried at market. This is a con- 
tradiction to the usual meaning of inven- 
tory we infer when we see it on the balance 
sheet. A similar statement might be made 
about Du Pont’s showing of its investment 
in General Motors. 

Foremost Dairies (1957) in effect says 
that the income tax expense for the year is 
about $2 million (roughly 20%) lower than 
it would otherwise have been because of 
some losses realized in the prior year by the 
subsidiary. When the subsidiary was ac- 
quired, reserves were set up for the po- 
tential loss. Had the company had foresight 
(equal to the excellence of hindsight), it 
would have set up a reserve for the po- 
tential loss, net of tax effect. 

Many companies operating in foreign 
countries do not include income earned 
abroad because of the uncertainty of get- 
ting those earnings home. However, many 
people consider that these amounts are 
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earned. To such individuals, a footnote 
stating that equity in such net earnings ex. 
ceeded dividends received (by $53 million 
in the case of the Texas Company) con. 
tradicts the final figure on the income 
statement. There are complications in the 
Texas case because it shares ownership 
fifty-fifty with Standard Oil of California 
in some of its overseas operations. Never- 
theless such omission has been decried in 
the financial publications. Forbes, in its 
April issue, discussed ‘‘Business Aboard— 
Under the Mattress” and cited some of our 
corporate giants that do not disclose the 
amounts of such earnings even by footnotes. 

Long-term lease payments and stock op- 
tion provisions are required to be disclosed, 
Both have been discussed in the statements 
of the Institute’s Committee on Account- 
ing Procedure. Eleven years ago I ex 
pressed my opinion (THE ACCOUNTING Rz- 
VIEW, July 1948) that the present value of 
future lease payments should be shown as 
a liability on the balance sheet with a 
corresponding asset. The profession was, of 
course, not ready to adopt such a procedure 
then or is it now. However, now we gener- 
ally recognize, as we did not then, that 
such lease contracts must be disclosed. In 
fact, several recent. bond indentures which 
restrict subsequent debt require that long- 
term lease rentals be capitalized in deter- 
mining status with respect to the debt 
limit. The stock option problem is now 
generally recognized and disclosure is re- 
quired. However, we do not require that 
disclosure be made on the face of the 
statements. Indeed, we do not yet know 
how to show it there if it should be shown. 
A similar statement could be made about 
past-service costs of pension plans. Perhaps 
commitments and guarantees also belong 
under the caption of contradiction. 

Many readers will disagree with my con- 
tention that the footnotes referred to here 
contradict the balance sheet or income 
statement. I am almost certain, however, 
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that they will agree that these facts should 
be disclosed to conform to current notions 
of full disclosure. To me the fact that they 
must be disclosed indicates that these foot- 
notes say the statements do not tell the 
whole story. Those who cisagree with me 
will almost certainly feel that these notes 
fall into the ‘““Notes that Add” category 
which will be discussed later. 


Notes that Replace 


In order to make financial statements 
simple or clear to look at, there has been a 
tendency to take the details out and to put 
them somewhere else. To show property, 
plant, and equipment as a single figure on 
the balance sheet and to show the details 
elsewhere is a common practice in corporate 
annual reports. Other topics frequently 
handled this way are inventories, long- 
term debt, and capital stock. Current 
assets and current liabilities were also 
handled this way in one case (Union Oil) 
that came to my attention. 

Details that have been removed from the 
basic statements are handled in a variety 
of ways. Sometimes they are included in 
footnotes which are ‘“‘an integral part of 
the statements.’’ Sometimes they are re- 
vealed in supplementary schedules. Where 
footnotes are used, the form may be either 
a schedule or text. Fixed asset details are 
typically in schedule form (Shell Oil, Allied 
Chemical & Dye); other topics may be 
covered in either form. Receivables, for ex- 
ample, are presented in text form by Radio 
Corporation of America; American Home 
Products uses the schedule form for inven- 
tores and a text form for intangibles. The 
distinction seems to be solely a matter of 
individual expression. 

When companies use schedules, as 
distinct from footnotes, there is a question 
whether the schedules are covered by the 
auditor’s certification. Bethlehem Steel 
has schedules, not footnotes, disclosing de- 
tails of inventories; property, plant, and 


Footnotes 


equipment; long term debt; and capital 
stock. These, in the case of Bethlehem, are 
specifically covered by the audit certificate. 
Armco Steel likewise has a number of 
schedules covering almost the same topics; 
however, the audit certificate does not 
specifically cover them. Had the schedules 
been in the form of footnotes, the audit 
certificate would certainly have covered 
them, for typically the footnotes are an 
“integral part of the financial statements.” 

This positioning of statement details 
raises four questions: 

a. How far should we go? 

b. Should the mechanical form be that 

of a footnote or a separate schedule? 
c. Is text or schedule form better? 
d. Should the details be covered by the 
audit certificate? 

The first three of these questions may re- 
solve into matters of personal opinion. For 
example, I believe Shell Oil’s and Allied 
Chemical & Dye’s removal of property de- 
tails to a subordinate place was very much 
in order, but I feel Union Oil went too far 
in removing the current asset details. My 
general preference is that the device of a 
footnote be confined to those items best 
covered by text explanation and that 
schedules be used wherever feasible and 
that material not be forced into footnote 
form. The audit certificate certainly should 
cover all items and can be made to do so 
very readily. There is no reason to have 
only part of the financial data certified if 
the audit work has been done. 


Notes that Add 


By far the majority of notes examined 
add to the information on the statements 
rather than contradicting, replacing, or re- 
peating it. The illustrations which follow 
are classified by the statement item to 
which they add. However, these notes 
might have been classified by the kind of 
data they add. Some tell which of several 


generally accepted accounting principles 
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were applied; e.g., lifo or fifo. Some give in- 
formation which is needed to evaluate the 
statements properly. Some give details 
which are useful and informative but not 
required by today’s standards of full dis- 
closure. In a few cases the notes add in- 
formation which, although true, may give 
rise to misleading implications. 

With respect to accounts receivable, it is 
customary to show the accounts net on the 
balance sheet and to tell in a note the 
amount of the reserve deducted. Reports 
issued by Eastman Kodak and Quaker 
Oats are illustrative of this practice. Other 
companies give the amount of the reserve 
parenthetically right on the face of the 
balance sheet. Skelly and Shell Oil reports 
include examples of this. Many companies 
do not give any information on the subject 
although, I am sure, they neither ignore 
credit losses nor feel none will arise. Stand- 
ard Oil (Indiana) and Sincilair Oil are ex- 
amples of companies giving no information 
on this subject. 

Among the footnotes relating to in- 
ventories were a great many giving the 
basis for pricing: LIFO, FIFO, or what 
have you. Many told the per cent of the in- 
ventory on LIFO (Eastman Kodak, Con- 
tinental Can). Phillips Petroleum states 
that crude oil inventories are priced at 
LIFO on an annual basis whereas other in- 
ventories are LIFO on a monthly basis. 
Champion Paper and Fibre gives current 
replacement cost of its LIFO inventories. 
Bond Stores states that it uses the retail 
method. Those using normal stock go to 
some length to explain its operation; Corn 
Products, Endicott Johnson, and National 
Lead are examples. General Mills explains 
its hedging operations in a note to its fi- 
nancial statements. All of these give useful 
information to the user of the financial 
statements. There is considerable question 
if the bare statement of LIFO or retail 
method is really very helpful as compared 
to the explanation of base stock, hedged 
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position, or current replacement cost. 
Under the heading of property, plant, 
and equipment, in addition to the schedule 
of types of property discussed before, jg 
usually a statement that the cost basis jg 
used. Only on rare occasions does a refer. 
ence indicate that some of the older prop. 
erty is carried on the basis of an appraisal; 
Corn Products Refining refers to such ap 
appraisal made in 1922. Bond Stores tells 
which subsidiary owns which property, 
The fact is important in this case because 
of the nature of the parent company’s lia- 
bility on the mortgages as explained in the 
footnote (which also is keyed to the bond 
section of the balance sheet). 
Depreciation is often discussed in the 
property footnote; sometimes it is dis- 
cussed in a note devoted exclusively to de- 
preciation. Many companies merely tell the 
amount of depreciation and amortization 
and do not otherwise disclose it on the 
statements. Ex-Cell-O separates deprecia- 
tion on plant and equipment, amortization 
of emergency facilities, and depreciation on 
leased machines. Du Pont, after giving the 
full amount of depreciation on the state- 
ments, tells how much of it was at the 20% 
rate for emergency facilities. Eastman 
Kodak, instead of telling how much the 
20% was, tells how much the 20% amorti- 
zation exceeds normal depreciation. Endi- 
cott Johnson gives the amount by which 
double-declining balance depreciation ex 
ceeds that formerly taken. First National 
Stores points out the excess of depreciation 
over that allowed for tax purposes. In 
many cases there is reference to the excess 
of tax depreciation over book depreciation 
and a statement explaining treatment of 
the deferred taxes. A few companies, Re 
vere Copper and: Brass for example, it 
clude a succinct statement that current 
charges do not reflect replacement cost. 
Other topics covered by footnotes that 
add to the information on the statement 
are legion. A few of the topics and a com 
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Footnotes 


pany using each are listed: 
Deferred charges and intangible Paramount Pictures 
details 


gees ing status Douglas Aircraft 


le and bank loans Higgins, Inc. 
etc. U.S. Steel 
Funded debt (dates, interest Foremost Dairies 


rates, restrictions, pledged as- 
sets, sinking fund require- 
ments) 

Deferred income 

Preferredstock (conversion, sink- 
ing fund, call price) 

Capital stock changes — 

Common stock voting rights 

Common stock reserved 

Sales (breakdown) 


Security write downs Newmont Mining 
Stock options, bonus plans, and Gillette 

incentive compensations 
Pensions Corning Glass 

All of this information is useful to the 
reader. Except for the amount of deprecia- 
tion, much of it could hardly have been 
put on the face of the statement. Two 
questions arise. Is this information neces- 
sary in order that the statements fairly 
present or could it have been given in a 
financial review not incorporated into the 
statements? If it must be in the statements 
to give disclosure, then what details must 
be presented there? Note the difference in 
disclosure of 20% amortization among 
those companies that are silent, Du Pont 
which tells the amount of such amortiza- 
tion, Eastman Kodak which gives the 
amount by which it exceeds normal, and 
those companies which do not use it at all 
for book purposes. 

General Electric and General Motors 
state that all the inventory has been veri- 
fied by physical count. I do not see what 
this adds to the statements. Certainly 
omission of mention of this fact by others 
does not imply lack of physical count. I 
would expect the auditors to disclose any 
such lack. The fact that 100% of the in- 
ventories was counted instead of a sample 
probably was intended to give the state- 
ments more credence. Someone might in- 
terpret the necessity of a 100% count as an 
Indication of inadequacy of controls. The 
teputations of these companies do not 


Gulf Oil 
Du Pont 


Dow Chemical 
Ford Motor 
Scott Paper 
Sinclair Oil 
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warrant such an inference; however, it 
might well be made in case of less well- 
known companies. 


Notes that Repeat 


The fourth kind of footnote found is that 
which repeats with little if any elaboration 
information also appearing on the face of 
the statements. Since such a footnote 
serves no purpose and since it may confuse 
the reader into hunting for a false sig- 
nificance, I am glad to say very few such 
notes were found among the one hundred 
sixty reports examined. One of the giants of 
American industry has a footnote in its 
1957 report stating that at the end of 1956 
a certain sum of “U. S. Government 
securities has been set aside” for additions 
and replacements of facilities and that a 
stated part of the sum had been used dur- 
ing 1957. On the balance sheet, outside the 
current asset section, is the following item: 
“United States Government securities set 
aside for property additions and replace- 
ments.” The figures are identical to those 
in the note. It would seem to me that any- 
one sufficiently versed in financial state- 
ments to be reading them carefully enough 
to see the notes would be able to under- 
stand the clear-cut balance sheet presenta- 
tion. 

Also in the category of repetitive notes 
are those that tell the amount of the re- 
serve for bad debts when the amount is 
shown parenthetically on the balance 
sheet. The same disclosure is sometimes 
given to the inventory basis, depreciation 
reserves, debt rates and maturities, and 
preferred stock par and redemption price. 


Alternatives to Footnotes 


There are several alternatives to foot- 
notes: (a) showing the data on the face of 
the statements, (b) presenting a supple- 
mentary schedule properly keyed to the 
statements and covered by the audit 
certificate, (c) using the ‘‘financial review,” 
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and (d) omitting the information from the 
statements altogether. Even though “‘omit- 
ting” seems, at first glance, a completely 
unacceptable alternative, I do not believe 
it is. I am sure most of us have seen foot- 
note information that tended more to con- 
fuse than to help. Perhaps the General 
Electric and General Motors complete in- 
ventory count examples previously cited 
fall into this category. 

Many topics can be handled directly on 
the face of the statements. Previously, 
Skelly and Shell Oil were cited as showing 
the reserve for bad debts parenthetically on 
the face of the statements instead of in a 
footnote as is done by so many. The fol- 
lowing examples of parenthetical com- 
ments about inventory, however, illustrate 
a real problem. 

“at lower of cost or market” by Columbian Carbon 
“at lower of cost (partly last-in, first-out) or market” by 
B. F. Goodrich 


“at the lower of cost (accumulated average) or replace- 
ment market, except for certain basic materials stated 
at cost (last-in, first-out method) which did not ex- 
ceed replacement market” by Glidden 


CAPITAL STOCK: 
Cumulative Preferred Shares— 
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These examples lead to the crux of th 
question on parenthetical items on finap. 
cial statements. Do the short notes: giye 
adequate disclosure? Do the long ones add 
so much clutter that they detract? 

Longer statements with judicious typog. 
raphy (by which I mean spacing, size of 
type, and face of type) can be made attrac. 
tive. The statements need not look clut. 
tered. For example, Sylvania Electric for 
1957 shows the contingent liabilities as a 
three line note immediately following the 
long-term debt. 

an unconsolidated subeidisry, $4,240,000, 
rantor of certain financing services for customers, 

1,240,000 at December 31, 1957 
Marshall Field & Company (1957) has an 
excellent presentation showing on the face 
of the statements preferred stock provi- 
sions, surplus restrictions, and stock option 
provisions. 


Authorized 300,000 shares of $100 par value, issuable in 
series—4}% Series; redeemable at premium of $4.00 per 


share; issued and outstanding 150,000 shares 


Common Shares— 


$ 15,000,000 


Authorized 4,000,000 shares of no par value, of which 
172,695 shares may be sold to officers or employes with- 
out first offering such shares to the shareholders; options 
are outstanding for 89,645 shares representing 36,995 
shares at $29.00 per share and 52,650 shares at $34.20 
per share; issued and outstanding 1,951,068 shares at 
January 31, 1958 and 1,948,963 shares at January 31, 


1957, at stated value 


17 ,030 ,660 16 , 969,615 


Amount PAID IN FOR SHARES IN Excess OF PAR OR 


STATED VALUE 


9,207,179 9 , 207,179 


EARNED SuRPLUsS ($28,000,000 not available for divi- 
dends on Common Shares as long as 33% Notes are 


outstanding) 


57 ,053, 108 


$ 98,229,902 


59 ,602 ,815 


$100 , 840,654 


$154 ,428 , 


$156 278,533 
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Footnotes 


Separate schedules to present data com- 
monly supplied in footnote form have been 
used to some extent. These have been dis- 
cussed previously under the heading of 
“Rgotnotes that Replace.” Certified sched- 
ules such as those used by Bethlehem 
Steel are very effective. Schedules can also 
beused to add certain types of information 
not typically found on the statements such 
as inventory components and the pricing 
method and current value of each. 

The third alternative to footnotes is the 
use of the financial review. Typically this is 
used to repeat in words significant items 
appearing on the statements and to give 
additional information, for example, con- 
struction programs and units of output. 
Sometimes, as in the case of Sylvania 
Electric’s 1957 statements, material on 
stock options was given in the financial re- 
view but not in the formal statements or 
footnotes. Appropriate reference was made 
to these comments in the statements; as a 
result there is no question of the fact of dis- 
dosure. The questions are technical ones of 
whether there is disclosure in the state- 
ments, of whether the certificate covers 
these stock option details, and of whether 
this is the type of material that must be 
disclosed for the statements to be not mis- 
leading. The answer might revolve about 
whether the facts contradict, replace, add, 
or repeat. 

Anumber of companies have begged the 
whole question by incorporating, by refer- 
ence, the whole financial review into the 
statements. International Business Ma- 
chines is an extreme example. As the sole 
footnote on its statements for 1957 it has, 
“The financial information on pages 8 to 21 
isan integral part of the statement.” First 
there is an ambiguity. Does it mean that 
pages 8 to 21 are a part of the statements 
and that they contain financial informa- 
tion or does it mean that whatever finan- 
cial information is included is a part of the 
statements? The first interpretation can- 
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not be intended because five of those four- 
teen pages are devoted to colored pictures. 
On the other hand, I am sure International 
Business Machines did not intend to dodge 
the issue of what is financial information. 
By my interpretation, all of the facts given 
are financial, and I am sure International 
Business Machines so intended. However, 
only part of the detail is that customarily 
found in footnotes. For example, earnings 
per share, amount of taxes (when specifi- 
cally shown on the statements), and de- 
scription of new activities are not typical 
footnote items. This might be considered 
an extreme example of the shift from sched- 
ule statements to text description. 
Review 

Paciolo, author of the first accounting 
book (1494), and the other early writers 
used a lot more words than we do in simple 
journal and ledger entries even though 
they seem to have had our basic system of 
debits and credits. Apparently in the fol- 
lowing four hundred years our forebears 
learned to put into symbolic and schedule 
form the multiplicity of business facts of 
the day. Accounting statements of twenty- 
five or fifty years ago were largely schedules 
with little or no text. Today, statements 
range from this schedule form to the sched- 
ule form supplemented with up to four- 
teen pages of notes. 

Two factors, I am sure, are responsible 
for this reversion back to text. One is the 
tremendous growth in the complexity of 
business. The second is the morals of the 
times which require far more disclosure 
than was permitted by management a few 
decades ago. I have seen recent statements 
by English writers expressing their amaze- 
ment at how American business has flour- 
ished under the required excessive dis- 
closure. Possibly, a third factor is also re- 
sponsible for this trend toward text as a 
part of financial statements. Stated in the 
vernacular, perhaps we are not as smart as 
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our forebears. Perhaps, on the other hand, 
as we look back on their work, we see the 
results of their sagacity and not the pains 
through which they went in achieving what 
they passed on to us. This review of foot- 
noting practice may then be a review of the 
pains through which we are going in order 
to solve our problems. Business will grow 
even more complex. More rather than less 


disclosure of facts will come. Therefore, yw 
must look at these problems clearly anj 
must strive to learn to put them into th 
body of the statements. Otherwise oy 
annual reports will tend to revert to, 
textual description rather than a codified 
summary of events of the year and th 
financial position at the beginning of the 
new one. 
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ACCRUED COST, NOT “ACCRUED EXPENDITURES§,” 
IS THE ANSWER FOR GOVERNMENT 


ERLE CaTo 


NTIL quite recently, methods of fi- 
| | nancial management in government 


have had relatively little attention 
from the general public, outside account- 
ants, or other non-Federal individuals 
skilled in these techniques. Yet this subject 
is of prime importance to every citizen; a 
glance at his Federal income tax return will 
show the reader just how important. Gov- 
ernment accountants knew the defects in 
the system and the type of data produced 
and took remedial steps in their isolated 
areas, but since no one agency had clear 
over-all responsibility it took outside sur- 
veys to initiate action on the basic govern- 
ment-wide flaws. The most recent of these 
surveys is that of the second Hoover Com- 
mission which offered a number of rec- 
ommendations based on a proposal for ap- 
propriations in terms of “accrued expendi- 
tures.” 

The opinions stated in this article are 
those of the author alone and do not neces- 
sarily coincide with those of any other in- 
dividual or agency, Federal or non-Federal. 
However, an analysis of those recom- 
mendations, undertaken against a back- 
ground of over 20 years experience in this 
specific field, leads inescapably to a con- 
viction that they will not cure the existing 
defects. 


The Accrued Expenditure Plan 


‘Accrued expenditures” first came to the 
author’s attention in the findings of an- 
other and previous survey of operations of 
the Department of Defense. This took 
cognizance of the fact that the military de- 
partments entered into a number of long- 
range and expensive undertakings, of 
which aircraft procurement and warship 
construction are examples. Under present 


methods, expenditure of public funds for 
such projects is authorized by the Congres 
in an appropriation permitting expenditure 
beyond the period for which the appropria- 
tion is made. It was the opinion of the 
surveying group that the Congress should 
review these projects annually to deter. 
mine whether the necessity for them con- 
tinued. To accomplish this, it was rec. 
ommended that the expenditure authority 
base for appropriations be changed to the 
value of goods and services which an agency 
might receive each year. The name “accrued 
expenditures” was invented for this new 
value and it was contemplated that Con- 


, gressional control would consist of the 


dollar amount of this authority to be 
granted to each agency on an annual basis. 
The second Hoover Commission picked 
this up from the original survey and re 
iterated the recommendation as its key § 
proposal. With that single change, the sec- 
ond Hoover Commission plans on perpet- 
uation of the format and procedures used 
in the present fiscal, or expenditure at- 
thority, control. 

In order to arrive at the appropriate 
amount of “accrued expenditure” author- 
ity to be granted, the second Hoover Com- 
mission recommends adoption of accrual 
accounting within the executive agencies. 
Historical costs developed thereby are to 
provide the basis for an agency budget 
stated in terms of cost. The budget doct 
ment will also show the agency’s plannel 
increase or decrease in inventories and 
other resources. This amount, added too 
subtracted from the planned cost, pit 
vides the amount of accrued expenditure 
authority to be requested of the Congress 
Following enactment of the budget, vit 
tually the same control mechanism & 
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now used comes into operatior; the ac- 
cued expenditure authority will be dis- 
tributed to the headquarters of the agen- 
des by the Bureau of the Budget. How- 
ever, the field stations of the executive 
agencies are then expected to submit in- 
temal operating budgets to their head- 
quarters, showing the planned use of ac- 
cued expenditure authority as a basis for 
allotments of this authority to the sta- 
tions. The accrual accounting system will 
then develop further costs for subsequent 
budgets while simultaneously controlling 
use or consumption of the allotment of ac- 
crued expenditure authority. The Com- 
mission also recommends use of reports 
showing actual versus budgeted costs. 
There is no indication as to whether these 
reports would stop at executive agency 
level or be forwarded to the Bureau of the 
Budget. It is notable that the only stated 
purpose of the internal operating budgets 
is to show planned use of the allotments 
and that separate budgets must be sub- 
mitted for each appropriation regardless 
of the number of appropriations used to 
finance an agency. 

Since Congressional control will rest en- 
tirely on the accrued expenditure control, 
it will be seen that the only possibility of 
achieving any degree of cost control under 
these proposals lies entirely below the 
Congress and within the executive agen- 
cies. Where agency pressure exists, it will 
be possible to accomplish a degree—but 
only a degree—of effective financial man- 
agement and economy. But this was also 
true before the second Hoover Commission 
came into being; double-entry accounting 
systems capable of developing accrued cost 
of operations existed in some agencies for 
about 10 years prior to the date of the 
commission’s report, and cost control 
through internal operating budgets is 
known to have been in existence since 
about 1952. 


Shortcomings of Accrued Expenditures 

The accrued expenditure package falls 
short in three respects. First, it does not 
provide a firm and positive Congressional 
control over operations and cost of opera- 
tions and it makes inadequate provision 
for equivalent agency control at any 
echelon. Second, use of accrued expendi- 
ture control will militate against develop- 
ment of accurate costs for use in computing 
the amount of accrued expenditure ap- 
propriations. And, third, it makes no pro- 
vision whatever for review or control of 
those items usually reflected in balance 
sheet accounts. For readers familiar with 
current fiscal control, it can be said that 
the accrued expenditure package is a direct 
perpetuation of the present fiscal control, 
modified only to the extent of a new con- 
trol base aimed at a specific condition and 
provision of a none-too-reliable means of 
computing the amount of the control base 
to be provided the agencies. 

A clear understanding of the weaknesses 
of accrued expenditures depends on a basic 
understanding of the Federal budget struc- 
ture. Each executive agency has a number 
of functions for which it is responsible. 
Each of these would normally be consid- 
ered as a budget program and would be 
successively sub-divided to the level con- 
sidered desirable for management. The 
Congress attempts to exert its control 
through provision of a separate appropria- 
tion for any budget sub-division it wishes 
to control. An appropriation is a limitation 
on the expenditures the agency may make 
for the purpose for which the appropriation 
is provided. Accordingly, a single appro- 
priation is sometimes provided for an en- 
tire agency, or individual appropriations 
may be made for budget sub-divisions 
within an agency. As legal obligations for 
purchase of labor, supplies, and materials 
are made, the obligations are charged 
against the dollar limitation of the appro- 
priation. 
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As an example of the foregoing, the Vet- 
erans Administration budget, when last 
seen by the author, had separate budget 
programs for (1) vocational rehabilitation 
and education and (2) adjudication of vet- 
erans claims. The Congress, however, pro- 
vided a single appropriation for the Vet- 
erans Administration, leaving control be- 
tween these programs to the agency. On 
the other hand, another agency has pro- 
grams for (1) research and development 
and (2) production of its supplies and 
equipment. In this case, the Congress en- 
deavors to control each program, providing 
a separate appropriation for each. By far 
the greatest part of the Federal operating 
budget goes to agencies financed from 
multiple appropriations. 


Accrued expenditures control neither cost nor 
operations 


The second Hoover Commission rec- 
ommends that appropriations be stated in 
terms of the goods and services an agency 
may receive during a fiscal year. So, if the 
Veterans Administration is authorized to 
receive $500,000,000 worth of goods and 
services, there is nothing to prevent that 
agency from adding the contents of its de- 
pots to the goods and services received to 
expand the scope of its operations beyond 
that authorized by the Congress. Con- 
versely, if the $500,000,000 appropriation 
exceeds the amount actually required for 
operations, there is nothing to prevent use 
of the excess to build up inventories. This, 
in fact, is common practice in some 
agencies and is identical with the present 
situation which so often finds its way into 
headlines concerning 100-year supplies of 
various items. 

Turning to agencies financed from mul- 
tiple appropriations, it will be readily ap- 
parent that separate appropriations fail to 
control the functions individually. Assume 
an installation which has a research labora- 
tory and a manufacturing plant, each fi- 
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nanced from a separate appropriation, 
Such installations naturally use a central 
supply warehouse, not a separate supply 
organization for each appropriation. The 
warehouse stocks stationery, usable in the 
laboratory, the manufacturing plant, or ip 
the headquarters office which supervises 
both. The stationery inventory drops to 
the reorder point and an order is placed, 
Upon receipt of the shipment will it be 
charged to the research appropriation or 
the manufacturing appropriation? Or, ifit 
is to be distributed between the two, what 
will be the basis for distribution? Note that 
the ratio of budgeted costs cannot be used 
accurately because the budget was estab- 
lished over a year in advance and current 
operations are constantly shifting from 
those on which the budget was based. The 
author knows from personal experience 
that since it is impossible to arrive at an 
accurate charge, there would be a very 
human tendency to charge the shipment to 
that appropriation with the most generois 
allowance. This situation is, again, a per 
petuation of a weakness of the present 
fiscal control. 


Cost data will be questionable under accrue 
expenditure control 


It appears that proponents of accrued 
expenditures are relying on the other ele 
ments of their plan to cure, or minimize, 
these weaknesses. First, they rely upon 
accrued cost data as the base upon which 
to compute the amount of the accrued e& 
penditure appropriation. If this figure i 
close enough, it may partially offset the 
failure in over-all control. So let us examine 
the effect of accrued expenditure control on 
these cost data. 

Assume a first-line supervisor who, fol 
lowing standard practice, requisitions 
materials and supplies in a quantity allow 
ing for waste and spoilage. These aft 
charged to cost, of course. The job is fit 
ished, some surplus remains. If the surplus 
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isreturned to stock, the cost data are im- 
, the supervisor knows that he has 
shown the best cost possible and, if the 
achievement is notable, it may be recog- 
nized. At the same time, economy and re- 
turns to stock will result in setting a target 
for him which, if not met in future opera- 
tions, may lay him open to criticism. In 
addition, future allotments will be lower 
for the same operation. On the other hand, 
if he holds the surplus as ‘‘bench-stocks” 
or fails to practice economy, the reverse of 
all the foregoing is true, he has a margin as 
“insurance.” Besides, “‘the warehouse may 
be out” when he next needs the materials 
and he will have to answer for not fore- 
seing his needs. Rationalization is simple. 
Since the material has already been 
charged to the accrued expenditure allot- 
ment, neither course will affect the avail- 
able balance of the control. On the basis of 
considerable experience with exactly this 
situation, the author feels safe in predict- 
ing that the majority of supervisors will 
not try too hard to hold the reported costs 
down. The same reasoning applies to the 
second-line supervisor and so on up the 
line, minimizing the chance that they will 
press for actions which will show lower re- 
ported costs. The result of such a course is 
waste, damage, obsolescence, and deterio- 
ration of the bench stocks. Greater issues 
will also be shown by the central inventory 
records with a consequent increase in cen- 
tral supply stock levels and the attendant 
warehousing costs and other costs. 

A similar case can be built where excess 
labor is requisitioned. 

The countering internal control action is 
audit, but effective audit will require a 
considerable number of auditors qualified 
to spot excessive costs without much assist- 
ance from historical costs. The feasibility 
of finding such a staff is questionable and, 
even if found, audit costs would be unjusti- 
fiably high. And the auditors would simply 
report to third and fourth-line supervisors 
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motivated exactly the same as the first-line 
supervisors. 

The author consequently feels that cost 
accounting performed under accrued ex- 
penditure control will develop questionable 
data as a base for computing the amount of 
the Congressional budget. 


Validity of “planned change in inventories” 
is questionable 

Another factor entering into computa- 
tion of the accrued expenditure appropria- 
tion request is the “planned change in 
inventories and other resources.” The 
amount to be requested equals planned 
cost plus or minus this change. Computa- 
tion of materials requirements for the 
budgeted period is relatively simple, in 
principle, but there is nothing whatever in 
the plan upon which to base a Congres- 
sional review as to what part of the mate- 
rials requirements should be met from in- 
ventory, what amount should be pur- 
chased, and what should be carried over 
into the next period. This is a loose end 
which leaves the validity of this figure, too, 
open to question. And when the necessity 
of budgeting “by appropriation” for 
agencies financed from multiple appropria- 
tions is added, it becomes even looser. 


Internal operating budgets provide no en- 
forceable control 

Returning to the question of control, the 
second Hoover Commission, although it 
has not provided the Congress with an 
effective control, has provided the executive 
agencies with a possible control in the form 
of internal operating budgets. Such bud- 
gets are among the most effective tools for 
good management. However, the only pur- 
pose for which these are offered is to arrive 
at the amount of the accrued expenditure 
allotments to be made to the field stations. 
So, unfortunately, this provision falls with- 
in the old saw that “You can lead a horse 
to water but you can’t make him drink.” 
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As shown in preceding paragraphs, the 
only incentive for cost control under the 
accrued expenditure system is pride in per- 
formance. The controlling factor is always 
the allotment of accrued expenditure au- 
thority and, lest there be any doubt on that 
point, this allotment will apparently be 
backed up by Section 3679, Revised Stat- 
utes, which provides both administrative 
and criminal penalties for exceeding allot- 
ments. With this emphasis on allotments, 
which the Commission itself condemns in 
another place, there seems little hope for 
voluntary use of these budgets for manage- 
ment control. 

In summary, every single weakness in 
the second Hoover Commission plan is di- 
rectly and immediately traceable to the rec- 
ommended “appropriations in terms of 
estimated accrued annual expenditures.” 
Introduction of that factor severely dam- 
ages or destroys the value of the remainder 
of the Commission’s recommendations. 


The Solution—A ppropriations In Terms Of 
Cost 


The author is totally unable to under- 
stand why the second Hoover Commission, 
having done such an excellent job to the 
point of determining the control to be used, 
should have suddenly taken off on the tan- 
gent of accrued expenditures. Each step 
taken led directly towards a single logical 
conclusion, to control cost. Why, then, did 
the Commission fail to take that last step, 
to recommend appropriations in terms of 
allowable accrued cost? To provide a com- 
prehensive control over other deficiencies 
not identified as yet, why did they not rec- 
ommend a balance sheet value control? 

Such a comprehensive control would 
begin with two basic budget statements 
covering all aspects of each agency; an 
operating cost statement and a balance 
sheet statement. Each would necessarily 
be supported by detail schedules showing 
plans and the narrative explanation related 
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to those plans. A single such budget should 
be presented for all operations of each 
agency. 

The operating budget would, as a mini. 
mum, list the major functions (correspond. 
ing to either present budget programs or 
appropriations) and would show, asa minj- 
mum the planned cost of each. This format 
would be expanded as required to show 
comparative costs for preceding periods, 
with development of historical unit cogts 
and planned work on the supporting 
schedules. Following review, the Congress 
would authorize incurrence of a stated 
dollar cost for performance of the approved 
program. It is perfectly possible to fx 
limitations on allowable cost for any sub- 
division of any function under this method 
if desired, an impossibility under the gther 
techniques. The authority to incur costs 
would then be allotted to the agencies and 
re-allotted to the field stations through in- 
ternal operating budget procedures. 

The balance sheet budget would conform 
to a general ledger chart of accounts sub 
divided into the balance sheet items it is 
desired to control. This statement would 
probably consist of six columns with a line 
entry for each general ledger account. The 
first column would show the historical bal- 
ance sheet at the close of the most recently 
completed fiscal year. The second column 
would show the effect of anticipated opera 
tions during that year in which the budget 
was prepared. The third column would 
show the anticipated balance sheet at the 
end of the current year, i.e., Column 1 plus 
or minus Column 2. The fourth column 
would show the anticipated result of opert- 
tions for the budgeted year, taken from the 
operating budget. The fifth column would 
show the results of planned non-operating 
transactions, such as acquisition and dis 
posal of fixed assets and inventories. The 
sixth column would show the anticipated 
balance sheet as of the end of the budgeted 
year and would be fixed as another Com 
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Accrued Cost 


jonal limitation. These limitations 
would be distributed among the field sta- 
tions a8 a part of the internal operating 
budget procedure. 

The balance sheet budget would, of 
course, require explanatory schedules. As a 
minimum, schedules would be required to 
support the column of non-operating trans- 
actions. A time-phased schedule of cash 
transactions reflected in Columns 4 and 5 
would be required. It also anticipated that 
justification would be required for the 
planned final balances of fixed assets and 
inventories. For example, an agency would 
be expected to justify plans to carry over 
more than those working inventories 
necessary for 90 days operations or some 
other reasonable period. 

Asa final step, which will be appreciated 
mostly by governmental budget personnel 
and accountants at working level, all in- 
stallations would be authorized to offset 
reimbursements for work performed for 
other Federal agencies against the costs 
they incurred in doing that work. 


Comparison of Cost Versus Accrued Ex- 
pendilure Controi 


The suggestion contained herein pro- 
vides the Congress and agency heads with 
an effective workable control which can be 
sub-divided to any level deemed desirable 
for control. Cost can be classified to budget 
sub-divisions; accrued expenditures can- 
not. So long as the major sub-divisions of 
the budget remain firm, it is even easy to 
vary the level of control from year to year 
as found desirable. The agency can be con- 
trolled as a whole in one year with balance 
between budget programs left to its head, 
and, if desired, in the following year control 
can be exercised by budget program. 
Either is feasible with a minimum of dis- 
Tuption. 

Internal operating budgets, rather than 
being an appendage to financial controls, 

me an integral part of that control. 
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It will be impossible to use inventories 
on hand to supplement allotments of cost 
and it will be more difficult to use surplus 
allotments of cost to build up inventories. 
Excess supplies can still be issued, but this 
can easily give the operator trouble in 
succeeding years. Further, this course can- 
not be rationalized quite so easily as under 
expenditure or accrued expenditure con- 
trol. Cost control is a positive factor in that 
the more cost consumed, the less will be 
available for other purposes. 

Cost data should improve. Returning to 
our first-line supervisor, everything said 
with respect to accrued expenditure con- 
trol will still hold under cost control. But 
cost control will reinforce the pride in per- 
formance incentive by an immediately 
available advantage. Return of excess to 
stock will immediately increase available 
balances in the cost allotments, promoting 
flexibility. The same will hold for the sec- 
ond-line supervisor, giving him reason to 
exercise closer supervision over the first- 
line supervisor, and so on up the line. As a 
matter of fact, the author has seen one op- 
eration controlled by the fiscal equivalent 
of accrued expenditures where a supervisor 
privately admitted possession of bench 
stocks filling five warehouses. Cost control 
was subsequently instituted over this op- 
eration and the bench stocks started dis- 
appearing. The supervisor suddenly dis- 
covered that use of his bench stocks was 
lowering his apparent costs to a point that 
was giving him impossible cost allowances. 

It is anticipated that the Congress would 
fix inventory limitations primarily on the 
basis of consumption, such as the 90 day 
supply mentioned. Such situations as 
maintenance of stockpiles considered nec- 
essary would be provided for through ap- 
propriate sub-division of general ledger ac- 
counts. As excess is returned to stock 
through the motivation outlined, these will 
run into the inventory limitations, forcing 
disposal of any excess. This, in turn, would 
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return cash to the Treasury and would re- 
duce the losses and costs related to ware- 
housing of inventories not really required 
for operations. 

Use of the recommended cost and bal- 
ance sheet control will not only cure every 
deficiency of accrued expenditures, but will 
also meet further needs of financial man- 
agement left untouched by that proposal. 
In addition to inventory level control, it 
will provide for a review of fixed assets held 
with relation to those required for opera- 
tions. The time-phased schedules of cash 
transactions will provide a base for sound 
tax and tariff legislation. They will also 
provide information facilitating the most 
economical management of the public debt 
and advance information as to the result of 
planned operations on the debt ceiling. If 
the cash limitation is “allotted” on a time- 
phased basis, it will eliminate the increas- 
ingly frequent necessity for emergency ex- 
penditures ceilings to prevent Treasury 
overdrafts—and the cost of operating those 
ceilings. 

And, finally, note that every single item 
at which accrued expenditures is aimed 
must be included in either the operating 
cost budget or the balance sheet budget, 
thereby accomplishing the only purpose of 
that proposal without incorporating the 
fiscal-type weaknesses and accounting 
gyrations inherent in its use or the cost en- 


The Accounting Review 


tailed in the additional accounting ang 
budgeting operations. 

It is frequently alleged that “Gover. 
ment is different. The profit motive j 
lacking.” Two elements are involved ip 
production of profits, sales and cost of sales 
or production. In every organization of any 
size, the sales element and the producing 
element are divorced except at the very 
top. Control over the producing elements 
always based on cost control. So if top 
level cost control is brought to bear on 
government operations, the lack of a sales 
organization will be immaterial. The solu 
tion offered herein is simply the cost con 
trol over production that has evolved 
through years of business experience and 
will be readily recognized as such by ae 
countants and executives experienced in 
large-scale operations. The only difference 
lies in conversion of the budgetary targets 
of business into Congressional limitations 
The fund accounting required would ke 
handled through the theory and designol 
the cash accounts, or possibly cash transac 
tion accounts, of the accounting system 
that would be used with this proposal. 

In conclusion, the author feels that a 
any governmental entity, Federal, stateor 
local, attains a size requiring substantial 
inventories or involving significant over 
head costs, the only effective way of cor 
trolling that entity is through cost control 
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CORPORATE FINANCIAL REPORTING 
IN WEST-GERMANY 


H. P. Hoxzer 
Assistant Professor, University of Illinois 


minimum standards of disclosure in 

the area of financial reporting is uni- 
versally recognized in all countries where 
fnancial reporting plays an essential role 
in business life. The roads towards this 
gal, however, may be very different. In 
the United States, professional organiza- 
tions of accountants strive continuously to 
maintain and improve standards of finan- 
dal reporting. There has been relatively 
little legislative influence concerning the 
form and content of financial statements; 
standards of uniformity and disclosure are 
achieved largely through the cooperative 
eflorts of accountants and other interested 
parties. In Germany, and also in other 
European countries, the same objectives 


T= need for uniformity and certain 


are attained primarily by means of legisla- 
tion. 


BRIEF HISTORICAL BACKGROUND 


Until 1929, the year that marked the 
beginning of the great depression, the his- 
tory of German financial reporting ran 
fairly parallel to developments in the 
United States. As in the United States, fi- 
nancial reporting in Germany was based 
largely on accepted principles and proce- 
dures of accounting. One rather significant 
difference was that in those days the 
German accounting profession had not 
achieved the same status and recognition 
that its American counterpart had already 
held for many years. This lack of a high 
professional status may have been one of 
the reasons for the existence of reporting 
practices which many considered unsatisfac- 
tory. 

in the course of the numerous corporate 
failures during the years following the 


crash of 1929, many shortcomings and 
abuses in the field of financial reporting 
were uncovered. It was then generally felt 
that more stringent legal requirements con- 
cerning published financial statements 
would be desirable. In 1931, the first Ger- 
man laws regulating corporate’ financial 
statements became part of the General 
Commercial Law Code. Virtually the same 
rules were incorporated in the Corporation 
Act of 1937 which is still in effect today. 


STATUTORY REQUIREMENTS 


This law contains model balance sheets 
and income statements, valuation require- 
ments, and provisions concerning the certi- 
fication and publication of financial state- 
ments. Although the rules of the Corpora- 
tion Act relative to financial statement 
presentation go into great detail, they are 
not the only authority on the subject. The 
authors of the law were aware that a sub- 
ject as complex as that of financial report- 
ing cannot be regulated entirely by a codi- 
fied law. The Act, therefore, contains a pro- 
vision which states that the requirements of 
the commercial law code shall be applicable 
whenever a situation is not specifically 
covered in the rules on financial reporting. 
This refers to the section of the German 
commercial law code which requires every 
businessman to keep “records and agq- 
counts in accordance with the principles of 
orderly bookkeeping.” This requirement 
may be compared with the American 
practice of observing “generally accepted 
accounting principles” in matters of ac- 

1 The German Corporation Act ires a minimum 
capitalization of Dm 100,000 (approximately $25,000). 
Businesses with a capitalization of less than that amount 


must incorporate under a different law. 
2 Commercial Law Code Section 28. 
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eounting and financial reporting. 

The model statements of the law were 
primarily intended to meet the require- 
ments of manufacturing and trading con- 
cerns. Special model statements were pre- 
scribed by the Minister of Justice for those 
industries that have specialized statement 
requirements (such as banks, insurance 
companies, etc.). The chief purpose of these 
model statements was to achieve uniform- 
ity in the presentation of financial informa- 
tion and to establish minimum standards 
of disclosure. 


THE MODEL BALANCE-SHEET 


A study of the German model balance 
sheet will reveal a number of differences in 
comparison with accepted American prac- 
tices. The presentation of fixed assets, 
accrued depreciation, treasury stock, and 
surplus varies considerably. Most of these 
differences, however, are due to peculiar- 
ities of the German law and become readily 
understandable to any one familiar with 
the rules in question. Requirements con- 
cerning the valuation of assets and liabil- 
ities and the classification of data are, with 
minor exceptions, comparable to American 
practices. The degree of full disclosure at- 
tained by the model balance sheet appears 
to be comparable with the highest Ameri- 
can standards. 


THE MODEL INCOME STATEMENT 


While the model balance sheet has been 
generally accepted in its existing form, con- 
tent of the model income statement has 
been and still is subject to wide contro- 
versy. The model income statement in its 
present form does not require disclosure of 
any sales or cost of sales data. The first 
item listed under revenues is a gross profit 
figure. Wages and salaries, depreciation, 
and taxes are the only significant items re- 
quired to be disclosed under expenses. The 
law permits an offsetting of interest ex- 
pense against interest income. It is possible 
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to show credits resulting from a reduction 
of surplus accounts as revenue items on the 
income statement in order to absorb Op. 
erating and other losses. Usually both the 
loss and the amount of surplus used to ab. 
sorb it must be disclosed; some reductions 
of surplus, however, can be included on the 
income statement under the catch-all cap. 
tion of extraordinary gains. This latter 
possibility naturally invites a smoothing oj 
income figures and there is nothing in the 
law that would prohibit such a practice, 
Although it is possible to segregate operat- 
ing and nonoperating items, it is rather 
difficult for the average reader to do so be 
cause this requires a careful breakdown of 
the figures presented. 

It is quite obvious that the German in- 
come statement would not meet American 
standards of disclosure. The most common 
argument put forth by the advocates of the 
present model income statement is that a 
full disclosure of cost and income data may 
prove to be damaging to a company’s com- 
petitive position. 

It may be of interest to note that the 
model income statement is actually the re- 
sult of a compromise between two opposing 
factions on the parliamentary draft com- 
mittee. One group, representing the wishes 
of industry, wanted no income statement 
at all, while the opposing group advocated 
full disclosure of all pertinent cost and i- 
come data. The majority of German ac 
countants and business economists have 
consistently advocated full disclosure for 
the income statement. It is noteworthy 
that their efforts have not brought about 
any improvement during the past twenty- 
five years. 


PUBLICITY OF FINANCIAL STATEMENTS 


The publication requirements for final 
cial statements are a unique feature of the 
German law. Every German corporation 
must publish annually its audited balance 
sheet and income statement in the official 


| 


covert 
which 
the w 
ageme 
politic 
these 

would 
report 
public 
licatic 
public 
count 
of gre 
of big 
law 
for al 
small, 
whose 
and Ww 
eral p 
which 
public 


{edera 
wordil 
cate 
tors. 
strict 
enacte 
partia 
stock 
Prior 
most 
availa 
course 
depres 
fraud 
Th 
| every 
| holde 
forma 
Ment: 
this s 
For t 


luction 
On the 
rb op. 
oth the 
| to ab. 
uctions 
| on the 
all cap. 
latter 
hing of 
in the 
ractice, 
operat- 

rather 
SO be- 
own of 


nan in- 
nerican 
ymmon 
s of the 

that a 
ta may 
com- 


rat the 
the re- 
posing 
com- 
wishes 
tement 
rocated 
and in- 
ac: 
s have 
ure for 
worthy 
about 
wenty- 


ENTS 


finan- 
of the 
oration 
yalance 


official 


federal government newspaper, Bundesan- 
wiger. This requirement includes the full 
wording of the public accountant’s certifi- 
cate and the names of all officers and direc- 
tors. Oddly enough, it seems that these 
strict publication requirements, which were 
enacted in their present form in 1931, are 
partially due to the fact that corporate 
stock in Germany is usually closely held. 
Prior to these requirements there was al- 
most no information on corporate activities 
available to the general public. In the 
course of the numerous failures of the 1929 
depression, many irresponsible and even 
fraudulent management practices were un- 
covered. These failures of big corporations, 
which affected thousands of people, and 
the widely publicized abuses in the man- 
agement of large companies soon became a 
political issue. It was claimed that many of 
these abuses and their disastrous results 
would not have been possible if financial 
reports had been available to the interested 
public. The advocates of these strict pub- 
lication requirements hoped that greater 
publicity of corporate activities would 
counteract abuses and further an attitude 
of greater social responsibility on the part 
of big business. It should be noted that the 
law enforced the same degree of publicity 
for all corporations. It applies equally to 
small, closely held, family corporations, 
whose shares are not listed on any exchange 
and which never offer securities to the gen- 
eral public, as it does to giant corporations 
which do much of their financing through 
public offerings of their securities. 


THE SUPPLEMENTARY REPORT TO 
STOCKHOLDERS 


The German Corporation Act requires 
every corporation to submit to its stock- 
holders a report supplementing the in- 
formation disclosed on the financial state- 
ments. The requirements of the act divide 
this supplementary report into two parts. 
For the first part of the report the law re- 
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quires that it contain a general report on 
the past year’s operations, comments en 
the company’s general and financial condi- 
tion, and disclosure of important post bal- 
ance sheet events. Some companies dis- 
close sales information in this part of the 
report, but this information is almost never 
given in monetary figures and only rarely 
in terms of quantities or units. Usually 
only percentage changes over the previous 
year are revealed. Most of the information 
in the first part of the supplementary re- 
port is of a general nature and might be 
compared to the contents of the president’s 
letter to the stockholders in the published 
report of an American corporation. 

The primary purpose of the second part 
of the report is to explain the financial 
statements. This part of the report is con- 
sidered to be an integral part of the finan- 
cial statements. Like the statements, it is 
subject to the annual examination by pub- 
lic accountants and is also referred to in 
the auditor’s short form certificate. The 
law specifically requires explanations for 
all major changes of balance sheet and in- 
come statement items. Any of the so-called 
extraordinary items on the income state- 
ment must likewise be explained. A rather 
unusual feature is the required disclosure 
of all salaries, bonuses, and other compen- 
sation paid to each officer and member of 
the board. Other requirements deal with 
changes in the capital structure and other 
matters which are peculiar to the German 
Law. For example, membership in or asso- 
ciation with cartels (“associations regulat- 
ing prices, distribution, production and 
similar arrangements’) have to be dis- 
closed in this section of the supplementary 
report. 


ANNUAL AUDITS BY INDEPENDENT 
ACCOUNTANTS 


The German Corporation Act makes an 
annual audit by independent public ac- 
countants compulsory for all corporations. 
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Mandatory audits became law for the first 
time in 1931 and the same provision was 
incorporated into the act of 1937. This re- 
quirement was not only a major factor in 
establishing the young profession of public 
accounting more firmly, but it also con- 
tributed substantially to the reliability of 
published financial statements. 


SUMMARY AND CONCLUSION 


The development of financial reporting 
in Germany presents a classic example of 
what may happen when detailed legislation 
regulates the presentation of financial re- 
ports. The law achieved two great steps in 
the right direction at once. Minimum 
standards of disclosure and a far-reaching 
uniformity in the field of published finan- 
cial statements were established and are 
strictly enforced. However, one cannot 
help observing certain serious drawbacks 
of such thorough legislation. It is apparent 
that, since the enactment of the German 
Corporation Act in 1937, no further prog- 
ress has been made. For all practical pur- 
poses, there have been no changes at all, no 
new developments to speak of. This stifling 
effect is obviously very undesirable. The 
law was intended to establish minimum 
standards of disclosure; however, there are 
only a very few instances in which cor- 
porations have gone beyond the minimum 
requirements and disclosed additional in- 
formation. It appears that the legal re- 
quirements, instead of indicating a min- 
imum standard of disclosure, have come to 
be accepted as the standard. It is true that 
German business has been known for its 
great secretiveness, and legislation was 
necessary to achieve minimum standards of 
disclosure; however, once such standards 
are “frozen” into law, it is extremely diffi- 
cult to bring about any additional improve- 
ments. A good example of this can be seen 
in the difficulties encountered by German 
accountants and other interested parties in 
their efforts to bring about a more com- 
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plete disclosure of income data. Especially 
during the past two years, they have cop. 
sistently and very vocally advocated the 
disclosure of sales information. So far, alj 
attempts to bring about legislation amend. 
ing the income statement requirements 
have been unsuccessful. A presently pro- 
posed amendment would require an income 
statement that discloses sales and cost of 
sales data. The pros and cons of the amend- 
ment have been hotly debated for over two 
years. Opponents are still using the old 
argument that disclosure of sales and cost 
data would be extremely dangerous toa 
company’s competitive position. Advo- 
cates of the amendment frequently us 
American reporting practices as proof that 
full disclosure of income data does not 
damage a company’s competitive position, 
Opponents to the amendment never fail to 
point out that American practice generally 
makes financial statements available only 
to present stockholders and potential fu- 
ture investors, while the new amendment, 
because of existing publication require 
ments, would publicize sales and cost data 
far more than is common in the United 
States. Presently there are no indications 
that any of the efforts to bring about an 
improvement of reporting practices on 4 
voluntary basis will be successful. It seems 
quite certain that another round of legisla- 
tion will be necessary to improve financial 
reporting in Germany. 

In the absence of an established account- 
ing profession and a sound tradition of f 
nancial reporting, Germany probably had 
no other alternative to legislative control— 
badly needed improvements could be et 
fected only by means of legislation. Sub 
sequent developments, however, have als 
clearly demonstrated the disadvantages of 
such “legislated” financial statements 
Overly narrow legal requirements tend to 
stifle the new developments which are al 
ways necessary if financial reporting is to 
effectively serve a dynamic business world 
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MAJOR INFLUENCES ON ACCOUNTING 
EDUCATION* 


Harry D. KERRIGAN 


Professor, University of Connecticut 


HE direction, nature, emphasis, and 

objectives of accounting education, 

since its beginning at the collegiate 
level, have been influenced by a number of 
ideas, conditions, and relationships with 
other segments of academic work. This 
paper attempts to outline and assess the 
roles which the more important of these 
influences have played in the development 
of accounting education. 


Influence of Economics Teachers 


The movement for collegiate training for 
accounting quickly ran aground in some 
colleges, due to the opposition of depart- 
ments of economics. The most kindly in- 
terpretation we can make of this would be 
to say that sellers of the new program were 
hardly notable salesmen, and hence found 
no buyers. Instead, they found unsym- 
pathetic and even hostile attitudes on the 
part of economics teachers who viewed 
with horror the impending debasement of 
academic offerings by the admission of ac- 
counting courses. There were probably 
other, more earthy motives behind this re- 
action, but a public forum is scarcely a fit 
place to discuss them. On the other hand, 
still another and an entirely justifiable rea- 
son doubtless contributed to the feelings of 
the economics teachers. This was the first- 
year course in acounting, in both the 
prospectus of what it would likely be, and 
in the actual scope of what it turned out to 
be, as it was offered through the popular 
texts. This course—open to everybody— 
was (and largely still is) as unimaginative, 
as ill-suited, and as unresponsive to the 
needs of the overwhelming majority of 
students, as it could possibly be. Small 
wonder it is, then, why economics teachers 


in positions of influence took this direct 
contact with the accounting program as a 
significant piece and proof of the stuff 
which they opposed. 

The dominant attitude of the economists 
in this group of colleges was that business 
courses in general, and accounting courses 
in particular, had no place in the college 
catalog. The study of Marshallian eco- 
nomics, it was asserted, was adequate in- 
tellectual nourishment for everybody, 
supplemented perhaps by a half-dozen 
courses in the periphery of the field dealing 
with “applied” studies. These would in- 
clude such courses as international trade, 
money and banking, statistics, cycles, rela- 
tions between government and business, 
and maybe labor problems. 

In other colleges, the movement to es- 
tablish accounting programs met a differ- 
ent, though equally determined, tactical 
opposition from the economists. Here the 
guiding principle of the opposition seemed 
to be “if competition is formidable, contain 
it by absorption through merger.’’ Results 
of the mergers are well known. The new 
academic child was promptly taken over 
by the economists as a ward takes over a 
child. Oftener than not, the ward treated 
the child as hopelessly retarded, to be 
listened to but not taken seriously. (One 
famous Eastern school to this day confers 
only the degree of “Bachelor of Science in 
Economics” to all graduates of its business 
programs, including accounting.) In this 
picture, accounting programs got the 
severest handling, and were set back more 

* This is the principal section of a paper read before 
the 1958 New England Conference on Accounting Edu- 
cation, held at Boston College, June 12-13, 1958. An 


earlier section of the paper, largely statistical in nature, 
appeared in The Accountinc Review for April, 1959. 
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than other business areas. The luck of the 
non-accounting business areas ran better 
partly due to better selling of the programs, 
and partly due to the “evidence” that 
these fields were in a sense “connected” 
with applied economics. The expression 
“economics of marketing,” for example, 
had at least a related ring in matters eco- 
nomic. 

The earnest efforts of economics teachers 
in the second group of colleges to stunt the 
development of collegiate training in ac- 
counting, and those in the first group to 
attempt to bar it entirely—save for a bas- 
tardized first course which was of little 
value to anyone since it tried to serve 
everyone—form a strange chapter in the 
history of our field. The yoke of harsh 
critics is gradually being removed, al- 
though the trend is by no means even be- 
tween colleges to this day. All in all, our 
relations with the economists in the years 
since World War II have been less and less 
those of inferior and superior, and more 
and more those of mutually respected 
equals. For our part, we have always 
sought to show our appreciation of the 
value of economic knowledge in the total 
education of our accounting graduates. We 
have always wanted our graduates to in- 
clude in their college work a reasonable 
amount of economics. We would point out, 
however, that our aim is to train account- 
ants, not economists. 

Our relations with the economists have 
left us with a psychological scar of inferior- 
ity complex which will linger with us for a 
while yet. Economists will continue to ex- 
act a heavy share of our students’ time and 
energy in the graduate schools—time and 
energy which they need badly to increase 
their competence as future teachers and 
writers in the field of their choice. Econom- 
ists will continue to sit on college commit- 
tees on courses and curricula affecting pro- 
grams in accounting; they will sit on such 
committees not as legitimate balance 
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wheels but as militant guardians of a ques 
tionable tradition, enforcing, when they 
can, their will or whim, keeping us on th 
defensive, and holding back the progress oj 
our programs as we envisage them. In sum, 
the influence of the economists while 
rightly waning will continue for some time 
yet to exercise an inordinate role in the 
scope of our offerings and in the training oj 
our teachers. 

We need now to clarify a point. The fore. 
going account of our relations with econ. 
omists should not becloud or belittle the 
value of economic reasoning in accounting 
interpretations. Our struggle with the econ- 
omists has centered on matters dealing 
with courses and curricula, not on the ug 
of economic analysis to the extent appro- 
pirate to sharpen, clarify, or help develop 
accounting principles. Opportunity to 
utilize economic concepts in the thinking 
on accounting problems has, unfortunately, 
been availed of so far nowhere near the 
potentials of the situation. As evidence oj 
this, we need only observe the compar 
tively little use we have made in the past, 
through our textbooks, of the field of eco- 
nomics for related analysis material that 
could help us. One of the few textbooks 
that has attempted to utilize economic ret 
soning for purposes of advancing the think- 
ing in accounting has been available for 
nearly 40 years, and has been carefully 
kept up to date through timely revisions 
Yet this book lies far from the top of the 
adoption lists. Small comfort it must beto 
the author of that book to be hailed every- 
where this very month of June, 1958, asout 
foremost teachers’ teacher, on the occasioi 
of his retirement from his university post 
And small satisfaction there must be forts 
in the excuses we have thought up of why 
we have made so little use of that author’ 
books in our classes. 


Influence of Business Theorists 
No sooner had the skirmishes with ec 
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nomics teachers begun to subside when in 
the 1930’s a new one appeared on the hori- 
wn involving their next-of-kin, the busi- 
ness theorists. Although the years have 
prought these scholars into control of but a 
few schools, their kind is actively repre- 
snted on nearly every business school 
faculty. 

In the view of the business theorists, a 
collegiate school of business should con- 
centrate on subjects dealing with the na- 
ture of business enterprise, its changing role 
in society, its social significance as a deci- 
sion-making organism, etc. There is also a 
trend to include critical study of the art of 
administration per se, be it for a business 
enterprise, an institutional organization, or 
of government. Business schools, it is felt, 
should groom graduates as business an- 
alysts, the diagnosticians, as it were, of 
business organization and operation, pro- 
ficient in all analytical tools of the times, 
including a medium dosage of social science 
and mathematics. An important by-prod- 
uct of this program, it is assumed, will be 
graduates who will continue their studies 
and develop into scholars and teachers 
themselves. 

Business theorists as a group see little or 
no justification for practical courses in ac- 
counting, marketing, and other functional 
areas. These courses, they believe, were un- 
fortunately inherited from proprietary 
“business colleges’’ of an earlier generation, 
and should be returned to such institutions, 
although the ‘‘proprietary” feature is con- 
sidered no longer a necessary or even a 
desirable requisite for training institutions 
of this type. There is objection to how-to- 
do-it courses, other than those oriented to- 
ward their own brand of “high-level” 
specialization. Preparation of graduates 
for, as they put it, “low-level” specializa- 
tions is deemed unworthy of the time and 
talents of a university faculty. 

The claims of business theorists are re- 
ceiving increasing attention, but as yet 
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cannot be said to be developing into a 
strong, nation-wide movement. The philos- 
ophy of the group has already been felt, 
however, in some schools. What should our 
reaction be to this young and provocative 
idea? Certainly there is room within the 
business school concept for a core of 
courses to nourish and develop a central 
theory of business enterprise, to which 
“applied” aspects can be related in terms 
of such things as long and short runs, cycli- 
cal fluctuations, and trends in the great 
distributive shares in social income. The 
field can be offered as one of the ‘‘majors” 
open to students. It would be another mat- 
ter, however, to reorganize a business 
school entirely along this philosophy. Since 
business theorists raise the same objections 
to the training of “low-level” specialists 
such as accountants that advocates of 
programs of business management do 
(even though their respective aims are dif- 
ferent), we shall withhold further rebuttal 
until the section following. In the mean- 
while, it should be said that our aim is to 
train accountants, not business theorists, 
and that the influence of the business 
theorists on this issue has not yet been 
fully joined in battle, but perhaps soon 
will be, sooner than we may anticipate. 


Influence of Advocates of Business Manage- 
ment 


This view argues that the purpose of a 
school of business should be to develop 
business leaders. It is held that a business 
school should recognize and then organize 
and operate on the assumption that its 
principal if not sole responsibility is to 
train business school students for high 
management and executiveship. That is 
the level, we are told, where problems re- 
quire high intellectual challenge and full 
flowering of a sophisticated personality. In 
this view, business schools would prepare 
graduates for “careers” instead of “‘jobs’’; 
would inbue graduates with a feel for solv- 
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ing problems of ‘“know-what-to-do” in- 
stead of “know-how-to-do-it.” Presum- 
ably, careers for graduates would be wait- 
ing for them all over the economy—in en- 
terprises large or small, public or private, 
profit or nonprofit. 

The intended impact of this point of 
view on courses and curricula of business 
schools is well known. It calls for little or 
no specialization in any functional area of 
business organization and operation, in- 
cluding the accounting function. It would 
have no place for the training of students 
for public accounting. It would emphasize, 
to the near-exclusion of any particular 
vocational or occupational program, the 
training for executive responsibility. 

What should our reaction be to this pro- 
posal? I am afraid the proposal raises more 
problems than it solves. As with the posi- 
tion taken by the business theorists, it im- 
plies support of a shift of education for low- 
level jobs or job areas to other social 
agencies, i.e., to other still undefined train- 
ing institutions at or near college level. 
Both viewpoints do not deny, yet beg off 
solving, the needs of society for graduates 
with vocational or occupational skills that 
can be put to work right after or soon after 
graduation from college. These are the 
graduates who after a short but reasonable 
breaking-in period, can keep or audit a set 
of books, prepare or interpret a set of re- 
ports, fill out or defend a tax return, de- 
sign or install an office system or part of a 
system, sell or make a market survey or 
advertise goods for sale, keep an inventory 
in balance, time-study a task, schedule or 
plan the factory route of a batch of pro- 
duction, and so forth. It has not coped with 
the realism repeated on every campus 
every spring when a personnel official puts 
in his appearance to say that he is in- 
structed by his company to hire, say, three 
accountants, two market analysts, and one 
production expediter. 

Our view is that both the business theor- 
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ists and the business management adyo. 
cates alike are over-doing a good thi 
We could stand by and play the role of 
spectators to the experiments if in th 
meanwhile there was no serious threat ty 
the continuation of the functional training 
programs, including accounting. The fag 
is there is formidable threat to such pm. 
grams. 

The business management people hav 
taken a useful concept, the need for an ad. 
equate understanding of the problems of 
organization and operation of an enter 
prise, or some major component of it, and 
have interpreted it to mean the need for 
training business executives. It is on 
thing to teach business school students 
principles of sound organization, the proc- 
ess of delegation of authority, relations 
between line and staff personnel, cer 
tralized versus decentralized operations 
planning and programing operations, i 
centive and compensation problems of the 
working force, and similar matters. We 
would welcome, say, a six-point course 01 
subjects along this line, spread over a co: 
lege year. This is considerably different, 
however, from proposing an exclusive pre 
gram of training bent on grooming exett- 
tives. 

The issue needs further attention. Fin 
let us be sure we understand what the at 
vocates of business management envisag 
the end-product to be. He is to be aner 
ecutive or one with the potentials of aner 
ecutive, thanks to his training. One com 
mon image of such a person is that hei 
three-quarters skilled in handling people, 
and one-qarter skilled in the tools of mat 
agement. Another is that an executiveis 
the captain of a team. He is supposed tok 
able to make a smoothly functioning teal 
out of the people entrusted to him. Hei 
accordingly expected to be skilled int 
conciling, coordinating, compromising, all 
appraising different viewpoints and talenis 
of his team, to the end that each membt 
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of the team shall contribute his fullest 
measure to the solution of problems of op- 
eration met by the team 

Secondly, let us consider the supply side. 
Just what proportion of our business school 
students, under selective standards now in 
efect and likely to be in effect for some 
time to come, do business management 
advocates think have the requisite native 
ability, personal drive, and qualities of 
personality for becoming business leaders? 
Asteachers, we are all familiar with grade 
curves with which we must deal semester 
alter semester. Statistical patterns of 
grades are not standardized, and never can 
be, but they cannot be ignored as useless. 
It would be surprising if there were very 
many teachers who thought that the 
grades which they made up were not 
oftener on the high rather than the low 
side. And this seems justified on the prin- 
ciple that students should get the benefit of 
any doubt. But consider the statistics, any- 
way, as we find them. Could we in fairness 
say that based on our experience, first- 
class students—those with ingenuity and 


| high perception—made up more than some 


15% of all students who earned a grade of 
“C” or better? Yet this is the segment of 
our students that is probably the sole 
source of college graduates with executive 
potentials for the team captaincies alluded 
to above.* Are students in the remaining 
85% to be deprived of business school 
training? 

We may find a helpful lesson in a com- 
monplace example. The captain of a college 
football team reaches his position in the 
main through demonstrated skill in one of 
the specialized functions of team play. The 
test of the team, and indeed the success of 
the team as a whole, depends on the qual- 
ity of the specialists—the tackles, guards, 
ete. The workaday world is no different 


§ {rom this in basic principle. Assistants rise 


from the ranks to become assistant man- 
agers, and assistant managers rise to be- 
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come managers, each working up the lad- 
der of responsibility through his specialized 
achievements. The manager of a depart- 
ment or division, like the football captain, 
must depend on specialized knowledge of 
his force to do his job. The lesson in these 
examples is that our business school grad- 
uates should probably continue to con- 
centrate in one of the well-known func- 
tional disciplines which are essential to the 
operation of a business. For nearly four out 
of five of our students, the broader functon 
of management, embracing, as it must, 
planning, organizing, integrating, and 
measuring the work of subordinates, can 
best be handled on a modest basis in col- 
lege, as in a six-point course already sug- 
gested. Perhaps a program having a much 
heavier dosage of management subjects is 
feasible for the relatively few and select 
students desirous and capable of following 
the so-called management program. There 
is a general feeling among those who have 
experimented with such a program for un- 
der-graduates, however, that the attempt 
has not been particularly successful. Our 
judgement is that after graduation people 
with the aptitude, experience, and op- 
portunity for management roles will arrive 
in positions to exercise such roles in the 
normal vertical mobility to which such 
people will be subject. 

In bringing this section to a close, we 
shall say that as to the program in ac- 
counting, we will realize the greatest good 
to the greatest number of students if we 
continue, as now, to concentrate on rea- 
sonable depth of knowledge in accounting, 
even though it will be impossible within 
the time that we have to prepare anything 
like full-fledged accounting specialists. The 
breadth of knowledge, extending to matters 
of management and business organization, 
can come later at the rate and dosage de- 


*In all likelihood, only this same 15% could also 
pong oe for the high-level specializations envisaged by 
e business theorists. 
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sired by the graduate himself in his own 
self-development of whatever managerial 
potential he may show in his work environ- 
ment. In sum, we want very much to ex- 
pose our accounting students to the dis- 
ciplines that make for business leadership, 
not forgetting, however, that our aim is to 
train accountants, not executives. 


Influence of Public Accountants-Turned- 
Teachers 


From the very beginning, our college 
curricula in accounting have been influ- 
enced by public accountants who have 
turned to teaching. The founding teachers 
were recruited almost entirely from public 
accounting offices. And the public account- 
ing field to this day continues to be the 
largest single source of new teachers. 

College courses in accounting originally 
depended on the same texts and written 
exercises that were used by proprietary 
schools to train high school graduates for 
public accounting. These texts and their 
respective teaching aids were used by col- 
leges and proprietary schools alike, and 
this practice continues at present, though 
in a lesser degree. The quality of the texts 
is good for the avowed purpose for which 
they were primarily written. This was, and 
is, to serve as stepping-stones into public 
accounting. There is no real reason for not 
including in this group, the currently pop- 
ular texts that dominate the college or uni- 
versity adoptions. The latter—led by the 
one or two with overwhelming popularity 
—are perhaps the better-written books of 
the group. Yet in scope and purpose, they 
are indistinguishable from the other texts. 

The books that have been cited, and 
others patterned after them, have indeed 
kept abreast of developments in the ac- 
counting world, if one thinks of that world 
as largely falling within the public ac- 
counting sphere of interest. The texts of 
this line and the resident and correspond- 
ence courses in which they have been used 
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have improved creditably with the years 
Speaking generally, these texts have done 
well in staying up to date with the expand. 
ing scope and complexities of public a. 
counting. Together with texts on auditing 
cost accounting, and taxes, they certainly 
are well geared to basic preparation of en. 
trants into that profession. Schools of bug- 
ness, we venture to think, will continue to 
feature training courses using this type of 
texts and keeping to the aims implicit in 
the character of these books. We shall re. 
turn to the problem of textbooks a littk 
later. 

But what should be said at the moment 
of the influence of public-accounting-o1- 
ented courses and teachers? Our answeris 
that in too many colleges for too long ape. 
riod of years, course offerings have been 
limited to or oriented too much towards 
public accounting. In the perspective of 
historical evolution, the development is 
understandable. Public accountants 
turned-teachers and practicing public ac- 
countants spoke a common language. 
They were intellectually reared on the 
same study material. They read the same 
professional journals, attended the same 
meetings, heard the same speakers. Often, 
they served side by side on study commit: 
tees probing into unsettled questions cur 
rently of interest. And in perhaps the 
great majority of instances, the teacher 
continued in the practice of public a- 
counting on a part-time basis. In many 
cities, some public accountants took the 
reverse role and became part-time teach 
ers, but since our concern is mainly with 
full-time teachers engaged in part-time 


public accounting, we will direct our tg 


marks to the latter. Many of these teach 
ers have paid scant attention to the age 
old caution that one can scarcely serve 
two masters simultaneously. They doubt 
less are engulfed by this danger to tht 
point where the side-line oftener than nd 
has looked and felt like and exacted tht 
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energies of the main line. The conse- 
quences of such a predicament need not be 
daborated. Putting aside sacrifices of 
health and humor and precious family 
values, we will only say that for the cause 
of education the price has been high. We 
are thinking of the probable poor or inade- 
quate availability of these teachers to 
students outside the classroom, the poor 
orinadequate pursuit of scholarly effort to 
advance research in our field, and the pos- 
sbly poor or inadequate performance 
even inside the classroom. 

An interesting aspect of the subject here 
is the general reluctance of these teachers 
to disclose to their classes case materials 
encountered in their past or present pro- 
fessional practice. The reason one hears 
most often is that the information must be 
kept confidential out of respect for the 
dient’s right to privacy. A more realistic 
reason would be that the teachers involved 
do not take the time to write up their ex- 
periences in carefully prepared, teachable 
cases in which identities of people, places, 
dates, and values are camouflaged without 
subtracting from the worth of the material 
for purposes of teaching. 

Our basic appraisal of the influence of 
public accountants-turned-teachers may 
be stated as follows. It has supplied too 
large a proportion of our teachers. It has 
led to an unreasonable emphasis on public 
accounting matters in the textbooks which 
are used widely. The textbooks do not offer 
a balanced diet of study material; they are 
incomplete in coverage of the total field of 
accounting, and insufficient in scholarly 
content. They are rutted to the concept 
that accounting—public, corporate, and 
governmental—is a practising art which 
can be learned only on a very limited 
scale academically on college campuses. 
This view is simply the other side of the 
coin that argues that public accounting is 
4 practising profession that is different 
ftom, say, law or engineering. The infer- 
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ence, however veiled, is that accounting is 
learned mainly by doing, that it is pri- 
marily a member of the occupational 
family of the technological arts and crafts. 
Schooling for careers in accounting, as with 
“other” arts and crafts, is all right to a 
point, but the point is reached relatively 
early, and after that it is experience that 
counts. Experience is regarded as the best 
teacher, to be availed of as soon as possible. 
Texts are considered as teachers too, but 
they trail behind in a weak second place. 

The view we are examining insists, in 
other words, that we cannot get from ed- 
ucation what we get from experience. We 
would reply that it is also true we cannot 
get from experience what we can get from 
education. The two are not in competition; 
they are not mutually exclusive. Rather, 
the two complement each other to the en- 
richment of both. There is a large and ever- 
growing body of knowledge of business and 
accounting in increasingly communicable 
media that can be effectively transmitted 
to or assimilated by students in the formal 
educational process, giving them a matur- 
ity of thought which they deserve to ac- 
quire in their college years. Our accounting 
graduates need such maturity of thought 
more than ever before because of the kind 
of social and business environment in which 
they are destined to live and work. Ac- 
counting graduates of the present and fu- 
ture must have an increasingly sharper 
grasp of their speciality than was deemed 
necessary in the past because of the greater 
depth of comprehensiveness of the services 
required of accountants by society. One 
need only cite the trends in the training 
programs for lawyers and engineers to illu- 
strate the type of change our field has thus 
far only inadequately recognized. 

What should be said of the teachers 
who are recruited from public accounting? 
Many of them have no doubt developed in- 
to expert teachers, but many more of them 
have brought problems with them or have 
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created problems in their roles as teachers. 
Like any other profession, public account- 
ing has certain disciplines, the mastery of 
which is a prerequisite to success. The 
stern conditioning of certain habits, and 
attitudes of mind along lines of approach 
to work-a-day matters, while time-honored 
disciplines in public accounting, could be- 
come handicaps to effective teaching. As a 
teacher, an ex-public accountant will have 
to exercise patience with the learning proc- 
ess of our youngsters, most of them 
scarcely out of the teen-age group, and 
hardly out of adolescence. As a teacher, he 
will have to accept and listen to opposing 
views on problems in order to tolerate dif- 
ferent angles and recognize different rela- 
tionships. If this is not done in the class- 
room or in the teacher’s study, it certainly 
will not be done in the outside world, and 
our students will have lost the opportunity 
to flex their mental muscles during the only 
time of their life when they have the de- 
sire and leisure to do so. As a teacher, our 
former public accountant would have to 
take excursions into the historical evolu- 
tion of particular theories and interpreta- 
tions, to show how current conventions 
have developed, and to probe critically into 
the vulnerable aspects of such conventions. 
The vulnerable aspects of a convention are 
the dynamic aspects, the ones that impel 
change which may move the concept to- 
ward fuller development or cause it to be 
discarded. Our students should be made 
aware of both the weak and the strong as- 
pects of currently observed conventions, 
and the teacher has a real responsibility 
here to see that they do. As a teacher, 
finally, he must have the ability to talk 
down to the level of his classes, and to do 
so without letting his classes realize it. 

We welcome the fact that teachers with 
public accounting backgrounds bring with 
them certain skills from the audit offices 
from which they come. We wonder, how- 
ever, what proportion of these well-mean- 
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ing people can do this without near-heroie 
accompanying adjustments to fit them int 
the considerably different world of studen, 
counselling, class meetings, testing, grag. 
ing paper, lecturing, theorizing, leading 
discussions, gaining and holding respect of 
faculty associates in the same and othe 
fields, and doing constructive research jp 
accounting. The results of the past, adding 
up to 35 years or more, have not been par. 
ticularly edifying. There are some who 
think that 35 years form too short a pe 
riod, considering the fact that things have 
moved fast and ours is a new field in aga. 
demic circles, but the majority of the wel. 
wishers of the cause of accounting educa- 
tion will think otherwise. 

Our chief point therefore is that the ac. 
counting curriculum so far has received an 
unreasonable emphasis of the public ac 
counting view as represented by former 
public-accountants-turned-teachers. Texts 
and teachers alike lean too heavily on this 
view, whether consciously or not. Ow 
curriculum has skewed in the direction of 
public accounting in serious disproportion 
to the facts that warrant it. It is a cased 
the way college training for accountancy 
began and has developed through the 
years. But unless we take corrective action, 
the situation will continue. And so will the 
skewness away from balanced programs 
that should accommodate ail the important 
types of accounting careers for which 
there are opportunities. The relative capac 
ity of public accounting to absorb our ac § 
counting graduates has been shrinking and 
will continue to shrink. Today it is doubted 
if more than 20% of our graduates enter 
into public accounting to give it a try be 
fore settling down. The annual percentage 
of our graduates who by aptitude and op 
portunity devote their working lives t 
public accounting is probably just half d 
that, or 10%. Surely it is an unhealthy 
influence if we have an eduéational pattem 
that wittingly or unwittingly is geared to 
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an occupational interest which only one 
out of five of our graduates try for a year 
or two right after graduation, and worse, 
which only one out of ten like enough, or 
are liked by it enough, to stay with asa life- 
long career. 

In fairness to public accounting practi- 
tioners, let it be said that they have not 
directly been a party to the cumulative 
development of things that we have out- 
lined here. They simply are the deserving 
bearers of the shining badges, and deserv- 
ing, too, of the thoroughly justified high 
esteem which society has for their profes- 
sion. To their predecessors of another gen- 
eration, as typified by Homer Sweet, 
Robert Montgomery, John Wildman, Ar- 
thur Andersen, John Forbes, to mention but 
afew, accounting education owes an ever- 
lasting debt of gratitude for making the 
original drives for and giving leadership to 
the establishment of collegiate training in 
accounting. In fairness to former public ac- 
countants who have turned to teaching 
and text-writing, let it be said that prob- 
ably they have been caught in a fast-mov- 
ing sequence of events and conditions. 
Some of them are aware of the problems. 
A lesser number of them are doing some- 
thing about it. We wish, however, that 
more of them were more articulate and 
more actively engaged in taking corrective 
action. Until improvements appear in sub- 
stantial scale, we have a case of question- 
able use of college resources, human and 
material, and questionable direction of 
talent development. We are giving students 
a excessive orientation in matters that 
most of them will only distantly encounter, 
if at all; we thereby crowd out of their 
preparation subject matters much closer 
to their opportunities after college. In 
sum, we are aware of our responsibility to 
train students for public accounting, but 
our aim can hardly be expected to be re- 
stricted to this one objective, even asa prin- 
cipal objective. We want very much to 
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contribute to the preparation of young 
people for entry into public accounting. 
Our aim, however is to train students in all 
of the important areas for accounting serv- 
ice, not just one comparatively small field 
with which, to be sure, we have had a long, 
intimate, and sentimental tie in the past. 


Influence of Controllers 


Our college programs in accounting have 
barely begun to feel the influence of the 
controllers, be they corporate, institutional, 
or governmental. Here is an influence that 
has been slow in taking hold thus far. It 
has, however, the greatest potential for im- 
provement of our programs of training. 
The controllership market is the biggest 
market we have to absorb our graduates. 
The better we are aligned to this market, 
the better we will be serving the needs of 
the great majority of our graduates. 

We have been aware of our special rela- 
tions with modern controllership longer 
than we have done anything serious about 
it. We have done a lot of preaching as to 
what we should do, but have taken little 
or no positive steps to implement our 
ideas. We have paid lip-service to the ne- 
cessity of including controllership problems 
in our accounting programs, but have pro- 
gressed little or hardly at all beyond that. 

A survey of available teaching materials 
shows that only a handful of books pur- 
port to meet the needs of this area. One 
popular text has lately added a chapter or 
two on managerial uses of accounting data. 
These chapters look like islands of discus- 
sion—as indeed they must be, since they 
were simply added to the previous frame- 
work—insulated and isolated from the rest 
of the book. In a post-war book taking ‘‘a 
management approach,” we find a grand 
preview of this approach, after which the 
book promptly engages in conventional 
discourse, with the reader left still waiting 
for the promised follow-up at the end. Our 
third book to be cited was devoted entirely 
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to “managerial accounting” and appeared 
in a trial edition a few years ago. This ef- 
fort had the sight and sound of a scholarly 
dissertation, and understandably was un- 
suitable as a teaching medium for young- 
sters. Turning to our cost texts, we observe 
that they are being increasingly sprinkled 
with management uses of cost data, but as 
a group these texts seem bound to remain 
as primarily texts on cost technology. Fi- 
nally, recent years have seen several book- 
length efforts on the functions of controller- 
ship. These books appear to be surveys 
rather than texts. They are studies “about” 
controllership, not studies “in” the sub- 
ject, for in the pace they set for them- 
selves, they scarcely begin to unravel the 
real world of controllership—policies, prob- 
lems, procedures, all of which require 
treatment in the unhurried measure ex- 
pected of a text. 

All these efforts fall into the category of 
patchwork of one kind or another. While 
they represent an advance over the pre- 
vious void, they are not full answers to our 
needs. What we need is a thoroughgoing 
treatment of managerial accounting that is 
equal to the rightful demands upon it by 
modern management. What we need is 
treatment in depth, in comprehensiveness 
comparable with other great divisions of 
our field such as auditing or tax account- 
ing. These are fair and reasonable stand- 
ards. Unless they are put into effect, we 
shall leave unmet a large and increasingly 
important challenge facing us as educators. 

The challenge is to revamp our account- 
ing curriculum to match the truly revolu- 
tionary changes that have occurred in the 
scope of accounting services performed in 
every progressive organization today, be it 
corporate, institutional, or governmental. 
These services have had to expand and be- 
come more complex to keep up with the 
equally revolutionary changes in manage- 
ment technique, wherever managerial 
problems are present. Typically, adminis- 
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trative functions today are not the con- 
cern in any but the smallest organizations 
of the relatively few at the top whose deci- 
sions are arrived at, as someone has aptly 
said, informally, intuitively, or perhaps 
subconsciously. The concept of manage. 
ment widely accepted today is all-embrac- 
ing and organization-wide. It assumes a 
sizable supervisory hierarchy that is ac. 
tive at all levels, in all areas of authority 
and responsibility, all over the organiza- 
tion, wherever some part of the organiza- 
tion actively is in progress. Such extensive 
and intensive level-by-level effort of man- 
agerial personnel must rest on equally ex- 
tensive and intensive techniques for plan- 
ning (including budgeting), controlling, 
and coordinating, all of which are the 
responsibility of the organization’s con- 
troller. 

The way to meet this challege is the way 
we have met others earlier. It is by design 
of a whole new series of courses with a 
whole new series of matching texts and 
related teaching aids. Only thus can we 
bring a wholly new perspective to account- 
ing education. There will be less emphasis 
on historical or after-the-fact results and 
positions. There will be more emphasis on 
current or “spot” services to management 
to help it shape the upcoming facts as well 
as carry out its routine everyday func- 
tions. To put it in other words, there will 
be more attention to planning—for next 
week or month, as well as for a more dis- 
tant period, to evaluation of results post- 
operatively against predetermined plans or 
standards, and, before that, to timely in- 
terim analyses of the degree in which 
plans and objectives are being met cur 
rently. There will be better measurement 
of the efficiency of performance—in shop, 
office, or field, and of the responsibility for 
performance. There will be greater and 
more intensive study of data-processing. 
This is the field that embraces methods 
and procedures, aided and implemented by 
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all types of mechanical devices. The latter 
include the wonderfully conceived elec- 
tronic machines which help to cut costs of 
paper work and speed up the availability 
and diversify and expand the types of man- 
agerial reports. It is the field that plays a 
key role in design of reports for manage- 
ment that are right in scope, right for the 
purpose for which they are made up, right 
in the people that they reach, and right in 
the timeliness with which they become 
available. 

The present scope of controllership is 
illustrated in the diagram shown above re- 
flecting part of the organization of a large 
oil company. Let the reader compare the 
breadth and depth of functions indicated 
in the chart with the breadth and depth of 
training courses now available at his school 
on the subjects indicated. 


Conclusion 


We have attempted to do our bit in 
joining the discussion, lately rising in pitch, 
of the long-standing question of how best 
to train students for careers in accounting 
within the framework of a collegiate school 


of business.* We submit that answers to 


BUDGET 


TABULATING | 


TAX | 


|_| TRANSPORTATION 
ACCOUNTING 


REFINERY 
ACCOUNTING 


|_| MARKETING 
ACCOUNTING 


the question have changed with the genera- 
tions, but we have not always kept our 
answers in tune with changing generations. 
We trust our record of adaptation and ad- 
justment to the changing times will be 
better in the future; it has certainly bogged 
down or at least led to foot-dragging on 
occasions in the past. In the spirit of a 
familiar saying, may we have the serenity 
to accept the things we cannot change, the 
fortitude to defend the things that should 
not change, and the courage to change the 
things that can and should be changed, for 
the best possible adjustment to the social 
and business environment of the times. 
Each generation of accounting graduates 
must cope with the demands of their time. 
As educators we have the responsibility to 
prepare our graduates as much as possible 
for their future predicaments. We must be 
cognizant of the fact that we are training 
people in fundamentals for a great variety 
of opportunities after college. Some of our 
* An intriguing question, lying outside the scope of 
the present discussion, would be the feasibility of a 
complete and clean break from schools of business and 
cstaliicheent of schools of accountancy that would 
operate within the university family of schools on a 
par with such schools as those of pharmacy and engi- 
neering. 
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graduates will become public accountants, 
but many more will become tax account- 
ants, corporate accountants, systems ac- 
countants, machine accountants, cost ac- 
countants, budget accountants, and, in a 
number of large areas of our economy, 
government accountants, retail account- 
ants, hotel accountants, mine accountants, 
hospital accountants, brokerage account- 
ants, and so forth. We cannot do much 
about the fact that most jobs are relatively 
narrow, nor can we prevent our graduates 
from gravitating to them. But we can and 
should in our formal education work give 
them as broad a base as is consistent with 
helping them arrive at a fair level of tech- 
nical competence that should be the mark 
of accounting graduates who may enter 
any specialized application which fortune 
or choice may dictate. It is said that the 
level of skills of our society must continue 
to rise to cope with and benefit from the 
rise in the general level of knowledge. Are 
we as trainers of accountants keeping up 
with the expanding services and higher 
skills which society expects of future ac- 
countants? 
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Each generation of teachers must do its 
best to eliminate obsolete portions and im. 
prove the backward features of the pro- 
grams they inherit from their predecessors, 
As we have seen, the features that must be 
re-examined and eliminated or improved 
extend over much of the educational front, 
They include the texts we use, the subjects 
we teach, the teaching methods we follow, 
and the teacher-quality to which we en- 
trust our teaching. Our view is that 
teachers must see to it that their graduates 
receive nothing less than their full money’s 
worth and their full effort’s worth from 
four years of college, in preparation for the 
kind of world they will be entering. 

Our salvation lies in securing our pro- 
grams against unhealthy or irrelevant in- 
fluences; in exposing our programs to the 
light and vigor of beneficial influences; in 
keeping our educational tools sharpened 
for the jobs they are expected to do; and, 
finally, in reorganizing our curriculum as 
often as necessary to stay abreast of the 
everchanging demands by the world out- 
side on our graduates and on us as teach- 
ers. 
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INDUSTRIAL ACCOUNTING 


Joun COUGHLAN 


felt the impact of the Industrial Rev- 

olution. The accounting concepts of 
the merchant princes have been developed 
along lines suitable for merchandising op- 
erations but wholly inappropriate for ap- 
praising the results and guiding the 
fortunes of the industrial empires of to- 
day. A mercantile accounting pretends to 
serve an industrial age. 

The manner in which contemporary 
accounting reflects its mercantile origins is 
outlined below. Then some of the lines 
along which a truly industrial accounting 
should develop are suggested and illus- 
trated. Finally, the advantages of in- 
dustrial accounting are discussed. 


Pristtiein statements have not yet 


MERCANTILE ACCOUNTING 


The mercantile origin of contemporary 

accounting is apparent in two ways: 

1. The basic period for income determi- 
nation is the year, quarter, month or 
other arbitrary calendar period. 

2. Sales serve as the criterion of revenue 
recognition. 


Calendar Periods 


To use the year, or some other arbitrary 
calendar period, as the basic period for rev- 
enue recognition and income determina- 
tion is quite appropriate to a merchandis- 
ing operation involving few expenditures 
for long-term purposes. In such a concern 
goods may be brought and sold within the 
calendar period, or a series of such pur- 
chases and sales may occur within the 
calendar period. To the extent that inven- 
tory is on hand at the end of the calendar 
period, an allocation of the cost of goods 
purchased must be made to that period and 
to the succeeding period. Such an alloca- 
tion gives rise to the problems of inventory 


accounting. Inventory accounting is not a 
particularly difficult problem where the in- 
ventory is small in relation to the total 
sales, a condition typical of many mer- 
chandising operations. 

Most industrial firms of the modern 
world, however, make large expenditures 
on depreciable assets, advertising, and re- 
search programs. To the extent that these 
expenditures are made for the benefit of 
several periods, the problem of determin- 
ing a unique income for the period of a 
year, or indeed any other calendar period 
less than the period of the project, becomes 
difficult. The mercantile solution to these 
problems was to build an increasingly 
elaborate structure for the allocation of ex- 
penditures and receipts to arbitrary periods 
of time such as the year, the quarter, and 
the month. Thus the cost of organizing a 
business is sometimes treated as a cost 
applicable to all future operations of the 
business, that is, a cost spread over such a 
long period that a negligible portion of it 
applies to any given year. Following this 
approach, the amount amortized in any 
one year is zero. Sometimes, organization 
expense is treated as applicable to a short 
period following the inception of the busi- 
ness—frequently five years. In either case, 
the concept of income as the excess of the 
revenues of a particular year over that 
year’s expenses was maintained by treating 
a portion of the cost of these long-term 
expenditures as peculiarly associated with 
the income of a particular year. Other con- 
Auror’s Nore: The author is grateful to the Na- 
tional Association of Accountants for the opportunity 
to work with the Association in the preparation of its 
research study on “Return on Capital Employed.” 
Many of the ideas expressed in this paper are the result 
of the stimulus afforded by that study and by participa- 
tion in an N.A.A. seminar on the same subject. The 
views presented in this paper are, of course, the sole 


responsibility of the author and should not be identified 
with the National Association of Accountants. 
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ventions were adopted for the treatment of 
bond discount, prepaid insurance, and a 
host of other deferred charges and prepaid 
expenses. 

The idea that the balance sheet is the 
receptacle for a variety of unamortized 
costs! found its fullest development in ac- 
counting for the manufacturing plant. 
Here, through the process of deprecia- 
tion charges, part of the cost of plant and 
equipment is transferred from the un- 
amortized cost category each period. How- 
ever, it is still not assigned to the current 
year, but is rather treated as a product 
charge and is considered part of the cost of 
the inventory and does not become a period 
charge until its subsequent sale. This com- 
plicated process, usually called “‘cost ac- 
counting,” is sometimes referred to as “‘in- 
dustrial accounting.” Nevertheless, it is 
not a true industrial accounting, but rather 
a merchant’s solution to the accounting 
problems of a large industrial enterprise.” 


The Sales Criterion 


This fantastically complicated sturcture 
designed for the determination of ‘‘income 
for the year”’ is not the only evidence of the 
mercantile origins of contemporary ac- 
counting. Another major clue is the cri- 
terion of profit recognition. While account- 
ants sometimes recognize profit at the 
time of production (in the mining of pre- 
cious metals and long-term construction), 
and sometimes at the time of collection (in- 
stalment sales), by far the commonest 
criterion of revenue recognition is sale. 
Surely sale is a merchant’s criterion of 
profit recognition. 


INDUSTRIAL ACCOUNTING 
Calendar Periods versus Project Periods 


Mercantile accounting stresses the abil- 
ity to determine income for arbitrary short 
periods of time. Industrial accounting 
should focus attention on the period of the 
project as the basic period for income de- 
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termination? Mercantile accounting at. 
tempts to paint an accurate picture of the 
income resulting from the operations of 
the particular year. Industrial accounting 
should portray an increasingly accurate 
view of the income derived or to be derived 
over the period of the project. 


Classification By Time 


Once an arbitrary calendar period js 
dropped as the basic period for the determi. 
nation of income, the significance of the 
distinction between product charges and 
period charges vanishes. For transactions 
entered into for the purpose of furtheringa 
particular project, all expenditures and 
receipts become period charges and period 
revenues. The difference between expendi- 
tures and expenses, and the difference be- 
tween receipts and revenues, both crucial 
distinctions for mercantile accounting, lose 
all significance in industrial accounting. 

The most useful classification for receipts 
and expenditures in the framework of in- 
dustrial accounting is classification by the 
year in which received or spent. Subclassi- 
fications by purpose of expenditure (ad- 
vertising, selling and administrative er 


1 Probably the outstanding exposition of this view 
of the balance sheet is William A. Paton and A, C. 
Littleton, An Introduction to Corporate Accounlin 
Standards. (Columbus: American Accounting Associa- 
tion, 1940). 

2 Some of the early mercantile operations involved 
the risk of large sums of capital in long-run ventures. 
Thus a group of merchants might purchase a ship and 
send it on a long and perilous voyage to acquire goods 
or spices. In such cases, the complicated expense allo- 
cations so typical of contemporary merchantile account- 
ing were not made. Like industrial accounting, to be 
described presently, income was determined for the 
project period rather than for an arbitrary calendar 
Unlike the industrial accounting proposet 

owever, no attempt was made to estimate that income 
until the voyage was complete and the net income tobe 
derived from it no longer a matter of conjecture. 

* Municipal accountants have long recognized that 
the important period of time for the operations of 
building program under a bond fund is the period re 
quired to build the structures rather than arbitrary 
calendar periods. This approach has not yet had any 
parallel in industrial accounting although the important 
period for a long-term industrial development is surely 
the peculiar period of the project rather than th 
arbitrary and universal periods into which time 
divided by the calendar. 


pense 
pendi 
perm 
ceipt 
most 
scale 
tion | 
| for si 
porta 
long 
was ‘ 
| Recos 
disti 
pense 

it fol 
is mé 

come 
| ingl 
| recog 
mea 
proje 
shou 
true 
piece 
evide 
incre 
busi 
have 
on tl 
that 
cha 
recei 
Sever 
accu 
flect 
 recei 
rectl 
Si 
coun 
the 
ture 
pret 
Curr 


od is 
ermi- 
the 
S and 
ctions 
ring a 
3 and 
eriod 
endi- 
ce be- 
Tucial 
lose 
ing. 

ceipts 
of in- 
ry the 
classi- 
(ad- 
ye eX 
lis view 
d A. 
counting 
A ssocia- 


Industrial Accounting 


penses, and SO on), and by object of ex- 
penditures (materials, labor, etc.), are still 
permissible and useful. But the type of re- 
ceipt and expenditure classification that is 
most useful for decision-making in large- 
scale industrial undertakings is a classifica- 
tion by time. Whether a dollar was spent 
for salaries or supplies becomes less im- 
portant than when it was spent and how 
long it was before the original expenditure 


| was “returned” by receipts. 


Recognition of Estimated Future Receipts 


An accounting that has no place for the 
distinction between expenditures and ex- 
penses has no room for depreciation. Does 
it follow that because a major expenditure 
is made in a particular year, that the in- 


| come for that year must be correspond- 


ingly low because the full expenditure is 
recognized in the current period? By no 
means. Since income over the life of the 
project is being measured, the present 
value of estimated future cash inflows 
should be entered in the accounts. The 
true significance of the price paid for a new 
piece of equipment is that it is excellent 
evidence of the present value of the future 
increase in net receipts anticipated by the 
businessman. Indeed, many economists 
have been so adamant in their insistence 
on this proposition that they have argued 
that depreciation should attempt to reflect 
changes in these estimates of future net 
receipts. The correct solution is not, how- 
ever, to make the cost of an asset less the 
accumulated charges for depreciation re- 
flect the present value of estimated net 


} receipts but rather to scrap depreciation 


entirely and enter future net receipts di- 
rectly in the accounts. 

Similar remarks apply to inventory ac- 
counting. Once money has been spent on 
the acquisition of inventory, the expendi- 
ture has been made and there is no point 
pretending that no expense has been in- 
curred by showing the cost of that inven- 
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tory on the balance sheet rather than on 
the income statement. It is permissible, 
however, to show the expected future re- 
ceipts from the sale of that inventory on 
the balance sheeet. Inventory is significant 
to the business because it increases the ex- 
pectations of receipts to be derived from 
its sale, or, alternately, because the posses- 
sion of the inventory reduces the expected 
future cost of acquiring such inventory to 
meet the following year’s sales. Just as the 
important thing about the possession of 
machinery and equipment is the expecta- 
tion of future receipts to be derived from 
their use, so the important thing about in- 
ventory is the expectations concerning the 
future. Once the expenditure on inventory 
has beem made, it makes no sense to pre- 
tend that the accountant has in some man- 
ner prevented the cost from being incurred 
by assigning such cost to the balance sheet. 


Sales versus Time 


The mercantile criterion of revenue rec- 
ognition is sale. The industrial criterion is 
time. In judging the merits of a long-term 
investment, the important thing is not the 
extent to which the products resulting 
from that investment have been sold but 
the extent to which the overall estimated 
income on the project has been realized 
through the passage of time. The industrial 
accountant should think of realization in 
the same way the investor thinks of his 
earnings on a bond. 

The various differences between mer- 
cantile and industrial accounting are sum- 
marized in Exhibit I on the following page. 


ILLUSTRATION OF INDUSTRIAL ACCOUNTING 


These recommendations can be under- 
stood better by seeing how they might be 
employed in a simple situation. The In- 
dustrial Company buys a plant and op- 
erates it for three years before abandoning 
it. The financial statements of this com- 


at- 
of the | 
ns of i 
nting 
urate 
rived 

| 

nvolved 
enture. 
hip and 
e goods 
se 
uccount- 
z, tobe 
for th 
calendar 
ed here, 
netok 
ed that 
ns of 8 
riod re 
rbitrary 
ad any 
portant 
s surely 
an the 
time 1s 


The Accounting Review 


EXHIBIT I 
CONTRAST BETWEEN MERCANTILE AND INDUSTRIAL ACCOUNTING 


Mercantile Accounting 


Industrial Accounting 


Focuses attention on arbitrary calendar periods (years, 
months, and so on) 

Classifies cost between product and period charges 

Depreciates buildings and machinery and amortizes 
costs incurred for the benefit of more than one period 

Employs sales as its realization criterion 


Focuses attention on the period a project is in operation 
(e.g. life-span of a plant) 
Classifies by year or other period of time 
Includes estimated future receipts and expenditures jn 
its financial statements 
Employs time as its realization criterion 


EXHIBIT II 
FINANCIAL STATEMENTS OF THE INDUSTRIAL COMPANY FOR 1959 


Mercantile Accounting 


Industrial Accounting 


Balance Sheet 12/31/59 


Equipment. 


Capital stock . 


No comparable operating statement 


Balance Sheet 12/31/59 


Present value of estimated future net re- 


Capital stock 


Estimated Receipts and Expenditures 
12/31/59 to 12/31/62 


1960 estimated net receipts 
1961 estimated net receipts 
1962 estimated net receipts. . . . 


=| 


Total estimated net receipts 
Less 1959 expenditures... . ; 


sss 


Anticipated project income.......... 


pany during this period are presented and 
explained in the following pages. 
1959 

The company was organized and com- 
menced business on the last day of 1959. 
On that date it issued stock for $1,000,000 
in cash, and then used $600,000 of the 
cash for the purchase’ of the plant and 
equipment. Since both these events oc- 
curred on December 31, 1959, there was no 
time for operations of any kind, and ac- 
cordingly the only relevant financial state- 
ment for mercantile accounting is the bal- 


ance sheet appearing in the left half of 
Exhibit II. 


The financial statements that would be 
prepared by the industrial accountant ap 
pear in the right half of Exhibit II. Like 
the mercantile balance sheet, the industrial 
balance sheet has cash and capital stock. 
Unlike the mercantile balance sheet, hovw- 
ever, the industrial accountant does not 
show as an asset past expenditures on the 
equipment but rather expected future re 
ceipts from its use. The basis for this esti- 
mate of future receipts is usually at hand 
in the form of the projection that was 
made to justify the purchase of the asset. 

The operating statement presented by 
the industrial accountant also appears 00 
the right of Exhibit II. This statement, i 
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the first year at least, is also derived from 
the projection made to justify the purchase 
of the equipment. The estimated net re- 
ceipts appearing on this operating state- 
ment are the same estimated net receipts 
appearing on the balance sheet.‘ The ex- 
penditures for the purchase of the plant 
and equipment are deducted in full from 
these estimated net receipts;* in mercantile 
accounting they appear on the balance 
sheet. The difference between the esti- 
mated net receipts to date and the actual 
expenditures to date is the anticipated 
project income of $300,000. Note that this 
income relates to the full lifetime of the 
project. Since the company was organized 
on the last day of the year, none of the 
anticipated project income can be con- 
sidered “earned” in any sense of the word. 
The “unearned” income on the project ap- 
pears both on the income statement and 
also on the balance sheet.® The function of 
the unearned income on the balance sheet 
is to reduce the estimated future net 
receipts to their present value. Note that 
the present value of the estimated future 
net receipts ($600,000) is identical in this 
case to the figure at which the equipment 
is carried on the mercantile balance sheet. 
This equivalence follows from the fact 
that the balance sheet was struck on the 
same day as the equipment was purchased. 
The true significance for accounting pur- 
poses of the price paid for depreciable 
assets intended to be used in the business 
is that this price gives a minimum estimate 
of the present value of the equipment’s 
services in the eyes of the company. If the 
company had not thought that the present 
value of the services to be derived from 
this equipment was worth at least $600,000, 
it would not have paid such a sum for the 
equipment. 

Since both revenue and expense are part 
of the complex structure accountants have 
erected for the purpose of allocating in- 
come to the different years of a project’s 
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lifetime, the necessity for their existence 
disappears when we drop arbitrary calen- 
dar periods as the basic period of account 
and instead adopt the lifetime of a project. 
In presenting the projected income state- 
ment for the lifetime of a project, we can 
instead deal with receipts and expendi- 
tures, Since these terms probably mean 
more to the average reader of financial 
statements than the term ‘Income State- 
ment,” the project income statement 
might well be dubbed ‘“‘Statement of Esti- 
mated Receipts and Expenditures.” Until 
the project is completed, the project in- 
come will, of course, be “anticipated” 
rather than actual. As each year passes, 
figures for actual net receipts replace those 
for estimated net receipts, and the ac- 
curacy of the figure for anticipated project 
income increases. What the statement 
presents is an increasingly accurate esti- 
mate of the income to be derived over the 
life of the project. 

Traditional income statements, it may 
be noted, are not less “estimated” and the 
profits they arrive at are no less dependent 
on future events than this statement of 
receipts and expenditures and the antic- 
ipated project income it portrays. The 
only difference is that accountants appear 
to be talking about objective presentations 


4 The entry for these estimated future net receipts 
follows: 
Dr. Estimated future net receipts. . $900,000 
Cr. 1960 estimated net receipts 
1961 estimated net receipts 
1962 estimated net receipts 300, 
It is the credit portions of this entry that appear on the 
industrial operating statement. The debit portion ap- 
pears on the balance sheet. 
5 The industrial accounting entry to record the pur- 
chase of the equipment follows: 
Dr. 1959 expenditures 


Dr. Anticipated project income. $300,000 

Cr. Unearned income $300 ,000 
The debit portion of this entry appears on the operating 
statement. (It corresponds roughly to the debit to profit 
and loss account to close out profit to retained earnings.) 
The credit portion of the entry appears on the balance 
sheet as the figure reducing estimated future net receipts 
to their present value. 
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EXHIBIT III 
FINANCIAL STATEMENTS OF THE INDUSTRIAL COMPANY FOR 1960 


Mercantile Accounting 


Industrial Accounting 


Balance Sheet 12/31/60 
Less allowance for depre- 
ciation. . 


$1, 100,000 


Capital stock . 
Retained income. 


$1, 100 ,000 


Income Statement Year Ending 
2/31/60 


Balance Sheet 12/31/60 


Estimated future net receipts. 
Less unearned income 


$1, 155,304 


Capital stock 
Retained income 


Estimated Receipts and Expenditures 
12/31/59 to 12/31/62 


Depreciation. . . 
Other expenses. 


Net income. 


1960 net receipts......... 
1961 estimated net receipts 
1962 estimated net receipts . . 


88) 88s 


$| 


Total estimated net receipts........... 
Less 1959 expenditures 


Anticipated project income............ 


of historical facts by talking about expense 
allocations instead of receipt expectations. 


1960 


The financial statements of the In- 
dustrial Company for the year 1960 appear 
in Exhibit III. It has been assumed here 
that the original projection is borne out by 
the events of 1960. In accordance with the 
original projection, cash sales amount to 
$700,000. All expenses other than deprecia- 
tion amount to $400,000 and these are all 
paid in cash during the year. There is no 
inventory, and there are no receivables and 
payables at the end of 1960. Depreciation 
is computed on the straight-line basis for a 
three-year life. The left-hand column again 
presents the contemporary, that is, mer- 
cantile, financial statements. 

The industrial accountant’s financial 
statements appear in the right-hand col- 
umn. The “1960 estimated net receipts” 
that appeared on the statement of esti- 


mated receipts and expenditures at the 
end of the previous year is now replaced by 
‘*1960 net receipts” since these receipts are 
now known and are no longer a matter of 
conjecture.’ Since expectations about re 
ceipts and expenditures were realized dur- 
ing the year, the statement of receipts and 


7 
r.1 expenditures 
Cr. Cash 


To enter receipts. 


Dr. 1960 estimated net receipts. 
Cr. Estimated future net re- 


ceipts 
To remove estimated net receipts 
from income statement and 
balance sheet to make way for 
actual figures. 


Cr. 1960 expenditures 
1960 net receipts 
To close actual receipts and ex- 
penditures to statement of re- 
ceipts and expenditures. 
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expenditures prepared at the end of the 
year is almost identical to that prepared at 
December 31, 1959. There is, however, one 
important difference. Part of the receipt 
expectations (the 1960 portion) is no longer 
a matter of estimate, and the expectations 
for 1961 and 1962 are no longer quite so far 
in the future. Accordingly, the statement 
of receipts and expenditures might, as part 
of its heading, have information about the 
date on which it was prepared. 

How much of the anticipated project in- 
come of $300,000 has been earned? The 
correct criterion of income realization for 
an industrial concern is time. Here we lock 
at the rate of return on investment that a 
particular project yields and then deter- 
mine, on the basis of the passage of time, 
how much income has been earned. The 
correct way to determine the rate of return 
for an industrial project is the “‘discounted- 
cash-flow” method. The return on invest- 
ment as determined by the discounted- 
cash-flow method is that rate of interest 
which, if used to discount the future cash 
inflows would equate them to the outlay at 
the inception of the project. In the present 
case, if an interest rate of 29 per cent is 
used to discount the estimated cash re- 
ceipts of 1960, 1961, and 1962, these pres- 
ent values will exactly equal the initial in- 
vestment of $600,000. In other words, the 
present value of 1960 net receipts of 
$300,000 discounted for one year at 29 per 
cent plus the present value of 1961 net 
receipts of $300,000 discounted for two 
years at 29 per cent plus the present value 
of 1962 net receipts of $300,000 discounted 
for three years at 29 per cent total 
$600,000. Since 29 per cent is the rate of 
return on this project, we can apply 29 per 
cent to the original investment of $600,000 
less the cash receipts of $300,000 flowing in 
during the first year to determine that the 
amount of income earned on the project is 
$155,394.9 


The amount of unearned income 


($144,606) may be derived either by sub- 
tracting the earned income as determined 
above ($155,394) from the anticipated 
project income ($300,000), or it may be de- 
rived by determining the present value of 
the estimated future net receipts. At the 
end of 1960, the estimated future net re- 
ceipts are $300,000 for 1961 and $300,000 
for 1962 for a total of $600,000. If the es- 
timated 1961 net receipts are discounted 
for one year at 29 per cent and the 1962 
estimated net receipts are similarly dis- 
counted for two years, the present value is 
found to be $455,394 (see balance sheet). 
The difference between the estimated fu- 
ture net receipts of $600,000 and their pres- 
ent value of $455,394 is the unearned in- 
come of $144,606. 

The breakdown of the anticipated proj- 
ect income between earned and unearned 
income follows: 


Earned income 


$155,394 
Unearned income...... 


Anticipated project income 


The earned income has been transferred to 
retained earnings; in the present case, with 
no prior earnings and no dividend pay- 
ments, the earned income for 1960 cor- 
responds with the balance in retained earn- 
ings at the end of the year. The unearned 
income appears on the balance sheet where 
it serves to reduce estimated future net re- 
ceipts to their present value.’° 


® For more detailed discussion of the discounted- 
cash-flow method, see National Association of Account- 
ants, Return on Capital Employed (New York: National 
Association of Accountants, 1959), Chapter 9. The il- 
lustrations in this paper are based on the assumption 
that the net receipts flow in at a uniform rate through- 
out the year and that interest is compounded continu- 
ously. The present value table in the Appendix of the 
National Association of Accountants’ report is based on 
these same assumptions. 

® Note the assumptions about the interest rate and 
the source of appropriate tables cited in the previous 
footnote. 

10 The entry transferring earned income to the re- 
tained earnings category follows: 
Dr. Unearned income $155,394 


Cr. Retained income $155,394 
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EXHIBIT IV 
FINANCIAL STATEMENTS OF THE INDUSTRIAL COMPANY FOR 1961 


Mercantile Accounting 


Industrial Accounting 


Balance Sheet 12/31/61 


Equipment. .. 
Less allowance for deprecia- 


Capital stock. . 
Retained income 


Income Statement 


Sales........ 

Less 
Depreciation 
Other expenses 


Net income... 


Balance Sheet 12/31/61 


$448 , 850 
61, 


Estimated future net receipts. 
i O44 


Less: Unearned income... . 


Capital stock 
Retained income 


Estimated Receipts and Expenditures 
12/31/59 to 12/31/62 


1960 net receipts 
1961 net receipts 
1962 estimated net receipts 


Total extimated net receipts......... 
Less 1959 expenditures 


Anticipated project income. 


1961 


To illustrate the flexibility of industrial 
accounting, let us assume that in 1961 the 
net receipts differ from the projection. In 
the mercantile version of this company’s 
accounts, it is seen that sales exceed ex- 
penses only by enough to “cover” de- 
preciation; there is no income for the year. 
(See the left-hand column of Exhibit IV.) 

The right-hand column of Exhibit IV 
gives the industrial accounting version of 
the statements of this company. Note that 
the statement of receipts and expenditures 
reflects not only the reduced actual net re- 
ceipts of 1961 but also reflects a revision in 
the company’s estimates of the amount of 
income to be derived in 1962. (Perhaps 
firm sales contracts for the coming year are 
well ahead of previous expectations.) Tak- 
ing into account the $100,000 by which 
1961 net receipts fell below estimated net 
receipts and the $148,850 increase in the 
estimated net receipts for 1962, the antic- 


ipated project income is seen to rise from 
$300,000 at the end of 1960 to $348,850 at 
the end of 1961 

The return on investment using this 
new statement of receipts and expenditures 
is 30 per cent per annum compounded con- 
tinuously. In other words, if we pick some 
reference date and discount or accumulate 
all the receipt figures to that date, they will 
total the same amount as the expenditure 
of $600,000 discounted or accumulated to 
that date. For example, if December 31, 
1959 is used as our reference date, the pres 
ent value of the net receipts of the succeed- 
ing three years is $600,000 which sum is 
equal to the initial investment which need 
not be discounted or accumulated in this 
case since it occurs at the reference date. 

To illustrate this concept of return on 
investment further, choose December 31, 
1961 as the reference date. The amount of 
the investment at this reference date is the 
original investment plus two years’ interest 
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EXHIBIT V 
COMPUTATION OF EARNED AND UNEARNED iNCOME AT DECEMBER 31, 1961 


Initial Investment 1962 
Less 1960 and 1961 Estimated 
Net Receipts Net Receipts 


Net Income 


Values at December 31, 1961: 


At 30% per annum compounded continuously......... 


At 0% per annum. .. 


Earned income... . . 


Unearned income. . 


$387 , 806 
100,000 


$287 , 806 


$387 , 806 


448 , 850 $348 , 850 


$ 61,044 $348 , 850 


on it less the amount of net receipts of 1960 
and 1961 applied to the repayment of the 
investment and also less the reduction in 
interest occasioned by this repayment of 
part of the initial investment before the 
end of 1961. Consequently the unreturned 
investment at this date may be computed 
as follows: 


Initial investment.......... 
Two years’ interest: $600,000 .8221.... 


$ 600,000 
493 , 260 


Amount of investment if there were no 
receipts in 1960 & 1961.............. 

Less: 1960 net receipts...... $300,000 
Interest on 1960 receipts: 


$1,093 , 260 


1961 net receipts 
Interest on 1961 receipts: 
$200,000 .1662........ 


33 , 240 705 ,454 


Unreturned investment at December 31, 
1961 


(The decimal factors in these computations 
are the compound interest on $1 for the 
relevant period at 30 per cent per annum 
compounded continuously.) The present 
value of the 1962 estimated net receipts at 


December 31, 1961 may be computed as 
follows: 


1962 estimated net receipts X present value 
of 


$1 = $448 850 x .8640 = $387,806 


Note that the unreturned investment at 
December 31, 1961 is identical to the pres- 
ent value of the estimated future net re- 
ceipts at that date. That is, the rate of re- 
turn on investment as the term is used here, 


is the rate of return that equates the cash 
inflows and the cash outflows at a common 
reference date. 

These figures serve as the basis for the 
computation of the earned and unearned 
portions of the anticipated project income. 
In Exhibit V the first column is used to 
compute the earned income. On the first 
line of Exhibit V the unreturned invest- 
ment appears. On the second line, the un- 
returned investment if there were a zero 
interest rate appears. It is the excess of the 
initial investment of $600,000 over the net 
receipts of 1960 ($300,000) and 1961 
($200,000), or $100,000. The difference be- 
tween the unreturned investment at 30 
per cent and at 0 per cent is the earned in- 
come of $287,806, and this figure appears 
as the retained income on the balance 
sheet on the assumption that no dividends 
have been paid. The balance in the un- 
earned income account is $61,044. (See 
Exhibit V.) This amount appears on the 
balance sheet and is used to reduce the 
estimated future net receipts to their pres- 
ent value. (See Exhibit IV.) 


1962 


The accounts for 1962 appear in Exhibit 
VI. It is assumed that the actual net re- 
ceipts for 1962 are $400,000. If the com- 
pany’s estimates about the expected life of 
the equipment were correct, that is, if the 
equipment is worn out or obsolete at the 
end of the third year, then no further net 
receipts can be expected from the equip- 
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EXHIBIT VI 
FINANCIAL STATEMENTS OF THE INDUSTRIAL COMPANY FOR 1962 


Mercantile Accounting 


Industrial Accounting 


Balance Sheet 12/31/62 
Cash 


Capital stock... 
Retained income......... 


Income Statement 
Year Ending 12/31/62 


Balance Sheet 12/31/62 


Capital stock 
Retained income 


Receipts and Expenditures 
12/31/59 to 12/31/62 


Sales....... 

Less 
Depreciation... . 
Other expenses 


Net income 


1960 net receipts 
1961 net receipts 


Total net receipts 
Less 1959 expenditures... ... 


Project income 


ment and the project income of $300,000 is 
not anticipated but actual. All earnings are 
realized and transferred to the retained in- 
come account." 

To summarize this illustration, a com- 
parison of the amount of income reported 
by mercantile accounting and by industrial 
accounting over the three-year period ap- 
pears in Exhibit VII. In mercantile ac- 
counting income for the year is very much 
dependent on the haphazard criterion of 
sales and on expense allocations. With in- 
dustrial accounting there is no strictly 
comparable figure for income for the year. 
However, part of the anticipated project 
income as considered as earned in the year, 
and this part is dependent on the overall 
return on investment over the life of the 
project and on the amount of the unre- 
turned investment during the year. Thus, 
the income earned during the year is com- 
parable to the interest income on a mort- 
gage which depends on the interest rate 
and on the unpaid principal of the mort- 
gage loan. In industrial accounting, the im- 
portant thing is not income for the year, or 
even income in the year, but the increas- 
ingly accurate estimate of the income for 
the lifetime of the project. (See final col- 
umn of Exhibit VII.) 


EXHIBIT VII 


COMPARISON OF MERCANTILE AND 
INDUSTRIAL REPORTING OF INCOME 


Mercantile 


Accounting Industrial Accounting 


Income 
Earned 
During Year 


Anticipated 
Total Project 
Income 


$300 ,000 
348 , 850 
300 ,000 


$155,394 
132,412 
12,194 


Total... $300 ,000 


ADVANTAGES OF INDUSTRIAL ACCOUNTING 


Now that industrial accounting has been 
illustrated, the reader is in a better pos 
tion to appraise its merits. The advantages 
of each of the major changes involved in 
the adoption of industrial accounting are 
summarized here. 


4 Where the mercantile accountant closes out his 
income accounts at the end of each year, the industrial 
accountant closes out his receipts and expenditures at- 
counts when the project is completed by the following 
entry: 

Dr. 1960 net receipts 
1961 net receipts 
1962 net receipts 
Cr. 1959 expenditures 
Anticipated project income 
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The Project Period 


Mercantile accounting attempts to do 
what no accounting can do. It attempts to 
determine the income peculiarly produced 
by the efforts of a particular year even 
though many of the expenditures were 
made not with expectations of benefit in 
any particular year but rather with ex- 
pectations of benefit over their full life. 
When a company buys a depreciable asset, 
when it engages in an advertising campaign 
or a research program, it does not think of 
part of the expenditure being related to the 
benefits to be derived from a particular 
year and another part from the benefits of 
another year. It relates the whole expendi- 
ture to ail the benefits to be derived from 
its use. If decisions are made with regard to 
the full period for which the project is ex- 
pected to continue in operation, why 
should accounting choose as its basic pe- 
riod for income determination the arbitrary 
calendar periods falling within that project 
period? If decisions are made with respect 
to one period, accounting should appraise 
those results with the same period in 
mind.” 


Estimated Future Receipts 


Once the basic period for income deter- 
mination becomes the project period rather 
than arbitrary calendar periods, the whole 
complex structure of expense and revenue 
allocation becomes pointless. Surely no one 
can regret the passing of the endless argu- 
ments about expense and revenue alloca- 
tion. How much time and money have 
been wasted in debating the merits of al- 
ternative methods of pricing inventory and 
depreciating fixed assets! 

Particularly welcome will be relief from 
the quest for the “correct” or “true” de- 
preciation formula. No alchemist sought 
the formula for gold more diligently than 
the accountant has sought the “ideal” de- 
preciation formula. Neither had any suc- 
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cess because what does not exist cannot be 
discovered. There is no “best” depyecia- 
tion formula. 

The absence of a “correct” or “best” 
depreciation formula seems surprising in 
view of the fact that the accountant pro- 
fesses to be doing nothing but providing an 
objective record of historical fact. If ac- 
countants are doing nothing but providing 
a record of historical fact, then the diver- 
sity of answers that equally skilled ac- 
countants get when confronted with the 
same situation is surely strange. The an- 
swer to this riddle, of course, is that ac- 
countants are not really writing history 
but projecting the future when they de- 
preciate assets. If it is known that a de- 
preciable asset will become obsolete in a 
shorter period than that used in setting the 
depreciation rate, the depreciation rate 
is increased to take into account the 
shorter period. If it is known that a de- 
preciable asset will remain in service much 
longer than originally anticipated, the 
depreciation rate is reduced. Thus chang- 
ing estimates of the future do affect the 
accountant’s determination of current in- 
come but not completely and certainly 
not directly. The indirect manner of recog- 
nition of changes in future prospects is to 
change the allocation of past costs. 

One of the great advantages of industrial 
accounting is that it places the uncertainty 
or subjectivity in accounting where it 
should be—on the estimate of the future. 
If it is future receipts that accountants, tax 
lawyers and public utility commissions are 
arguing about when they debate deprecia- 
tion policy, why not discuss these future 
receipts directly rather than flounder in an 


12 A similar conflict between the decision-making 
unit and the accounting unit occurs in costing joint 
products. Since decisions about the production of joint 
products relate all the receipts from both products to 
the joint cost, no accounting technique can satisfactor- 
ily assign part of the costs to one product and part to 
the other. The search for the “deal” or “true” method 
of allocating joint costs is just as fruitless as the search 
for the “true” depreciation method. 
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attempt to discover the “correct” de- 
precigtion formula? 

A considerable advantage of industrial 
accounting is that it solves the long-stand- 
ing dispute about cost and value. Should 
replacement cost or some estimate of cur- 
rent cost appear on the balance sheet, or 
should the accounts adhere to the cost of 
depreciable assets? Accountants have often 
pointed out that the value of depreciable 
assets has little relevance to the balance 
sheet because the company does not intend 
to sell the assets themselves but rather 
their services. Furthermore, the total of the 
values of the individual assets might be 
quite different from the value of the assets 
in combination. While this argument about 
the irrelevance of the “current cost” or 
“market value” or “replacement cost” (or 
whatever other version of value was being 
considered) is difficult to refute, it also 
makes one decidedly uneasy about the 
relevance of cost. If the value of a depreci- 
able asset is not what it could be sold for, 
but rather what the sale of its services will 
bring, shouldn’t this value—that is, the 
present value of estimated future net re- 
ceipts—be entered in the accounts? Now it 
is true that cost serves as a good estimate 
of the expected future net receipts from 
depreciable assets, but it only serves as 
such an estimate at the time of purchase. 
Ten years after the date of purchase, origi- 
nal cost is no evidence that the present 
value of these future receipts is 40/50ths of 
the cost of a depreciable asset with a life 
expectancy of 50 years. Yet, in arguing 
that unamortized cost should be carried in 
the balance sheet at 40/50ths of its cost, 
the Internal Revenue agent is making just 
such an assumption, even though the 
assumption is very implict and very well 
hidden amid discussions of accounting 
method and depreciation policy. In short, 
cost becomes just as irrelevant to account- 
ing as replacement cost in a few years’ 
time. 
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A by-product of industrial accounting 
would be to restore the significance of the 
balance sheet. Present balance sheets con. 
tain two radically different types of ac. 
count. One type includes the accounts that 
represent values. Cash, accounts receiy- 
able, accounts payable, are all examples of 
accounts that represent values in one sense 
or another. Another type of account js 
that which represents unamortized ex- 
penditures. The best examples of these are 
inventory and depreciable asset accounts, 
It has been pointed out above that these 
accounts reflect—very indirectly and very 
imperfectly—the values of future receipts, 
Much emphasis has been placed on inven- 
tory-pricing and depreciation formulas 
with the result that the connection between 
these unamortized expenditures and future 
expectations is increasingly tenuous. Fur- 
thermore, accountants have been in- 
creasingly prone to emphasize the income 
statement at the expense of the balance 
sheet. Thus the “‘last-in first-out” or Lifo 
inventory-pricing formula almost com- 
pletely jettisons the idea of a balance sheet. 
An advantage—a great advantage—of in- 
dustrial accounting is that it restores the 
significance of the balance sheet by re 
moving from it all accounts that purport to 
represent expenditures and including in it 
only accounts that represent “values.” 

A related advantage of industrial ac- 
counting is that the treatment of various 
types of expenditure would be consistent. 
Mercantile accounting is inconsistent in 
its treatment of expenditures for depreci- 
able assets (treated as unamortized ex- 
penditures) and its treatment of research 
and advertising programs (treated as cur- 
rent expenses). The real reason for this in- 
consistency is, of course, related to future 
expectations. The accountant is willing to 
treat as an unamortized expense the ex- 
penditure on a depreciable asset with a ten 
year life expectancy because the asset is 
tangible, its life is subject to engineering 
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estimates, and the accountant somehow 
gels it is safe to say that the company will 
benefit in the future. But the intangibles 
involved in substantial research and ad- 
vertising programs are so large that he is 
willing to make any implict assumptions 
about future receipts. The only significance 
of expenditures on depreciable assets and 
ofexpenditures on research and advertising 
isthe expectation they raise of future re- 
wipts. It is permissible to set up an esti- 
mated future receipt expected from the 
services of a depreciable asset if such a re- 
cipt can be expected, and there is no ob- 
jection to excluding an estimated receipt 
for advertising and research programs if 
their effects on future operations cannot be 
predicted. But there is little basis for say- 
ing that equipment cost should be capi- 
talized because it is a capital item and re- 
arch should be expensed because it is a 
period charge. The basis of a balance-sheet 
valuation for either equipment or research 
is the same—the expectation of future net 
receipts. 


Classification by Time 

If the structure of expense and revenue 
allocation is discarded so that the distinc- 
tion between capital and expense and the 
distinction between product charges and 
period charges disappears, what should be 
the new type of classification of account? 
The main type of classification, as already 
indicated, is that between accounts rep- 
resenting values (the balance-sheet ac- 
counts) and those representing receipts and 
expenditures. 

On the income statement, the most use- 
ful type of classification would seem to be 
one distinguishing the years in which the 
various expenditures and receipts occurred. 
Subclassifications by selling, administra- 
live, etc., expense might serve some pur- 
pose just as similar subclassifications serve 
4 purpose in contemporary accounting. 
However, the type of classification that 
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seems most appropriate to appraising the 
results of industrial enterprises is a classi- 
fication by the years in which the expendi- 
ture or receipt occurs. Such a classification 
is identical with that used for capital budg- 
eting purposes by several companies and 
has become popular in the business jour- 
nals as the basis of calculating rate of re- 
turn by the “‘discounted-cash-flow meth- 
od.”’ This classification permits a computa- 
tion of the return on investment for the 
project that is comparable with the return 
on investment computed for various finan- 
cial investments such as bonds. 

In effect, this classification restores time 
to accounting. Present-day income state- 
ments mingle current sales with expendi- 
tures on inventory made in the previous 
year and expenditures on depreciable assets 
made twenty years in the past. Such a 
mingling is only permissible provided the 
reader of financial statements is aware of 
the gaps in time that may exist between 
the date different items on the income 
statement may have occurred. 


Time as the Realization Criterion 


The classification of expenditures and re- 
ceipts by periods of time permits a ready 
distinction between earned and unearned 
income. In determining earnings on a long- 
term investment, the investor takes into 
account how long his money has been tied 
up in the investment. A similar criterion 
of earnings should be employed by an in- 
dustrial company rather than the criterion 
of sales. At best, sale is a merchant’s cri- 
terion of profit realization. An industrial- 
ist’s criterion must surely be time. 


CONCLUSION 


Perhaps the most comforting feature of 
mercantile accounting is that it purports to 
be a historical record based on the objec- 
tive and provable events of the past. Inas- 
much as accounting is used in the settle- 
ment of many disputes, it is reassuring to 
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be able to calculate income correct to the 
nearest penny. Furthermore, confidence is 
enhanced if it is known that accounting in- 
volves no wild-eyed estimate of the future 
but is based on solid historical fact. Such 
comfort, such reassurance, such confidence 
are without the slightest foundation. An 
accounting that presented nothing but an 
accurate historical record of the past would 
not bear the slightest resemblance to con- 
temporary accounting. If a plant is ex- 
pected to have a life of fifty years, and its 
cost less accumulated depreciation is so 
shown on the balance sheet, a prediction, a 
very important prediction, about the fu- 
ture has been made. Industrial account- 
ing’s contribution here is to make the fore- 
cast explict rather than to give accounting 
an undeserved appearance of certainty by 
hiding the forecast in the welter of cost 
allocations. 

If desired, industrial accounting could 
present nothing but an objective record of 
historical fact; in other words, it could 
make no estimate of expected future re- 
ceipts. Similarly, mercantile accounting 
could present an objective record of the 
past; in other words, depreciable assets and 
inventory could be expensed in the year 
of purchase. Nevertheless, some estimate 
of the future seems necessary to any worth- 
while portrayal of the results of a long-term 
industrial undertaking if any such por- 
trayal is to be presented before the termi- 
nation of the business. Probably many an 
accountant has said that “while investors 
and economists must make subjective esti- 
mates of the future, they will be best 
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served by the accountant if he present; 
them with an objective record of the 
past.”* Such a view is, however, basically 
absurd. The accountant who has just com. 
pleted his audit is in a position to tell the 
investor and the economist a great deal 
about the past of a business. He is also ing 
position to build the future into the ae. 
counts in such a manner as to present in. 
formation unknown to the investor and the 
economist. If he does not do so, he is deny- 
ing them information that only he cap 
give. He can exclude the future only at the 
expense of lessening the usefulness of the 
financial statements. In any case, in- 
dustrial accounting does not differ from 
mercantile accounting through its depen- 
dence on the future. It does differ from 
mercantile accounting by making that de- 
pendence apparent. 

If the effect of the future on financial 
statements were made apparent through 
the use of industrial accounting, the change 
in emphasis would have a salutary effect on 
the activities of the accounting profession. 
The business community must surely be 
getting tired of the endless debates about 
inventory pricing and depreciation policy. 
Wouldn’t the business community welcome 
a change in accounting that resulted in 
fewer appeals to authority to support com- 
plicated expense concepts and more reli- 
ance on the results of market research and 
engineering studies? 


18 The quote is from an unpublished seminar papet 
of my own. Similar quotations may be found in any 
current accounting periodical. 
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PRICING INTRACOMPANY TRANSFERS 


HAROLD BIERMAN, JR. 


Associate Professor, Cornell University 


INCE the end of World War II there 
G occurred two interesting busi- 
ness phenomena which in many re- 
sects are contradictory. One has been the 
large number of business combinations 
(mergers and acquisitions) which have re- 
sulted in an increase in the complexity of 
business organizations. The other has been 
the spread of the use of decentralization or 
divisionalization as a means of controlling 
large corporations. Many of these corpo- 
rations are the result of business combina- 
tions. Thus firms seek the advantages of 
large size and smallness simultaneously. 
This paper will review one problem of 
decentralization; the problem of intra- 
company pricing. 


The Need for Transfer Prices 


If an automobile company buys its 
glass from an independent glass company 
the price is set by market forces. The auto- 
mobile executives can determine the cost 
of glass by looking at purchase invoices. 
If the automobile company creates a glass 
division to manufacture all the glass it 
needs, a transfer pricing problem is cre- 
ated. The assembly division will “buy” 
from the glass division. The units sold must 
be priced, and by necessity the price set 
will not be the true market price since the 
sale was not an arm’s-length transaction. 

However, this price will determine to a 
large extent the glass division’s profits (by 
affecting revenues), and the profits of the 
assembly division (by affecting costs). The 


‘Price will not directly affect the profits of 


the company as a whole, though there may 
be indirect effects via_the decisions made 
using the accounting information incor- 
porating the transfer prices. 


429 


Conflict of Interests 


It should be recognized that decentrali- 
zation retains the basic goal of profit 
maximization for the corporation as a 
whole. Decentralization attempts to gain 
that goal by having division managers act 
in the interests of their own divisions. To 
the extent possible, the intracompany 
pricing method should be consistent with 
maximizing the profits of the company and 
the division. 

Will it always follow that a division 
manager acting to maximize the profits of 
his division, will be acting to maximize the 
profits of the corporation? Hirshleifer and 
Cook have both supplied illustrations in 


which the rational action of the division 


manager (consistent with maximizing the 
profits of the division) is not consistent 
with maximizing the profits of the com- 
pany.' 

Do the gains arising from simulated 
competition and decentralized authority 
exceed the losses arising from decisions 
aimed at maximizing division profits 
rather than corporate profits? We shall 
avoid answering this question by assum- 
ing there is agreement that the intracom- 
pany pricing scheme should be designed to 
facilitate the maximization of corporate 
profits rather than divisional profits. Any 
disagreements that arise because of the 
conflict of interests should be resolved by 
an impartial arbitration board (made up 
of one or more top level executives), but 
to as great an extent as possible the trans- 


Hirshleifer, “On the Economics of Transfer 
” Journal of Business, Vol. XXIX, No. 3 (July 
1956), pp. 172-184. Paul W. Cook, Jr., “New Tech- 
nique or Intracompany Pricing,” Harvard Business 
Review, Vol. 35, No. 4 (July-August 1957), pp. 74-80. 
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fer pricing system should be designed to 
avoid conflicts. Hirshleifer offers an in- 
genious system of “taxes” and “‘bounties”’ 
to solve the problem of conflicting in- 
terests.? 

Many executives would object to the 
weakening of decentralization by the pro- 
cedure which in effect overrules decisions 
made at the division level because the de- 
cisions were not consistent with the maxi- 
mization of the profits of the company. 
The objections have some validity, but are 
not possible of being proved or disproved. 


Transfer Prices Available 


The intracompany prices may be estab- 

lished in several ways. These include: 

a. Market price (may be determined by 
printed price lists, invoices, or other evi- 
dence). 

. Marginal costs. 

. Variable costs (variable costs may be used 
as a substitute for marginal costs because 
of the difficulty of determining the marginal 
cost curve). 

. Full cost (this may be actual or standard 
cost, and may or may not include an 
amount of “reasonable” profit). 

e. Negotiated price. 


The intracompany pricing problem has 
frequently been approached from the 
point of view of the one procedure which is 
correct. This paper will attempt to show 
that all of the above alternatives are 
reasonable and that the choice of the 
method to be used can be made only after 
the purpose for which the information is 
to be used is determined. At its best, ac- 
counting information is raw material which 
to be useful to management must be proc- 
essed. Without analysis any intracompany 
pricing scheme may lead to faulty informa- 
tion and decisions. 


Uses of Divisionalized Data 


What are the uses of the accounting data 
determined for the decentralized operating 
units? The intracompany prices are the 
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basis of the revenues of one division anj 
the costs of the other, thus the Pricing 
method directly affects the basic reports of 
the operating units. These reports may he 
used as follows: 


(a) Measuring the performance of the map. 
agement of the division. 
(b) Decision making. 
1. Make or buy decisions. 
2. Pricing policy for the end product, 
3. Output decisions of components and 
end product. 
4, Capital budgeting decisions and de. 
cisions to drop products. 
(c) General financial information. 
1. Determination of income of the oor. 
poration. 


2. Determination of the financial pog- § 


tion of the corporation. 


We shall attempt to analyze which on 
or more of the intracompany pricing 
methods best fills the needs of manage. 
ment towards accomplishing the uss 
listed. 


Measuring Performance 


The best method of intracompany pric 
ing for purposes of evaluating manage- 
ment of the selling division is market 
price. In the absence of an easily deter- 
mined market price, it may be necessary 
to use negotiated prices or a combination 
of market and negotiated prices. The us 
of market price simulates the market 
conditions which the divisions would face 
if the divisions were separate corporate 
entities rather than subdivisions of om 
business organization. 

While market price may be the mos 
desirable method it must be recognized 
that it will not lead to 100% corre 
answers. For one thing there is the problem 
of determining the market price. Anyone 
who has purchased an automobile know 
that market price is not always equal t 
the list price. Industrial prices are 
Hirshleifer, “Economics of the Divisionalize 


Firm,” Journal of Business, Vol. XXX, No. 2 (Apt 
1957), pp. 96-108. 
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confused by special terms of payment, 
eight absorption, quality concessions, 
tc. 

Even assuming the market price can be 
determined, the question still remains as to 
whether the market pric: is a fair price. 
For example, the selling division may have 
amore or less captive market, thus have 
less selling expense than the firms setting 
the market price. Should the selling divi- 
sion get the entire benefit of these savings? 

A more troublesome problem exists 
when there is no market price. For ex- 
ample, if one division conducts research 
which is applicable to another division, at 
what price should the research be sold? 
Obviously the sale price must be solved by 
negotiation, possibly supplemented by 
arbitration. In a research type of operation 
there is no market price, and costs incur- 
red are not relevant in setting the value of 
the research. 

It must be recognized that, lacking a 
market price, any reports or measures re- 
sulting from the intracompany price are 
even more arbitrary than the normal ac- 
counting report. Do such reports and meas- 
ures of efficiency do more harm than 
good? Certainly a management faced with 
recurring situations for which intracom- 
pany transfers cannot be priced objec- 
tively should reconsider the pros and cons 
of decentralized accounting reports aimed 
at measuring income and return on invest- 
ment. In situations of this nature other 
measures of performance than the above 
should be established. 

There are several reasons for not basing 
the transfer price on cost. The use of vari- 
able costs (or marginal costs) would almost 
automatically lead to a deficit for the 
supplying division. The use of full cost, 
with or without a reasonable profit, would 
be better than variable costing. The prime 
difficulty is the determination of the cost 
of the product. Should actual or standard 
costs be used? Are inefficiences to be 
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passed on to the purchasing division? The 
use of cost as the basis of the transfer price 
places a large burden on the cost account- 
ing department. By-products of a transfer 
price system based on cost are numerous 
arguments on what is cost. 

While it is suggested that the selling 
division use a market price to compute its 
revenues, the marginal costs of the selling 
division should be used to determine the 
cost to the purchasing division.* The use 
of marginal costs to determine the transfer 
price to the buying division is not a suffi- 
cient constraint to lead to optimum out- 
put, but it is a necessary one. 


Decision Making 

Four general types of decisions were 
listed under decision-making. These were 
(a) make or buy, (b) pricing of end prod- 
uct, (c) level of output, (d) capital budget- 
ing decisions, and decisions to drop 
products. 

All of the above decisions must be made 
using either marginal or incremental cost 
techniques from the point of view of the 
corporation as a whole. Hirshleifer has 
shown systematically that the pricing and 
output decisions must be solved using the 
marginal costs of the several divisions, but 
the individual division’s best interests may 
not be the same as those of the corpora- 
tion. Neither full costs nor market prices 
can be used as transfer prices in making 
these decisions. 

The make or buy decision requires 
knowledge of those costs which can be 
avoided by purchasing the product. This 
requires a cost breakdown which is not 
supplied by the market price. The same 
type of information is required for the de- 
cision whether or not to drop a product. 
These are non-marginal decisions and must 
be solved using differential revenues and 
costs. 


cost 


* The use of both market price and marginal 
was suggested to the author by S. Smidt, Associate Pro- 
fessor of Managerial Economics at Cornell. 
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The effect of transfer pricing on capital 
budgeting decisions has been somewhat 
confused by the literature on the subject. 
For example, Joel Dean has implied that 
negotiated competitive prices are neces- 
sary for sound capital budgeting decisions.‘ 
Actually a capital budgeting decision made 
by a division buying components from 
another division should be based on the 
incremental cash inflows and outflows 
which will result from the investment. 
These flows are tied to variable and semi- 
variable cost, not to the market price of 
intermediate products purchased from 
other divisions of the company. 

Thus for some decision-making pur- 
poses (make or buy, capital budgeting, and 
reducing operations) the differential costs 
of the goods transferred from division to 
division should be known. For decisions of 
a marginal nature such as pricing or out- 
put, the marginal costs of the transferred 
product must be known for optimum solu- 
tions. 


General Financial Accounting 


The general financial accounting reports 
require that inventories be recorded at 
cost to conform to generally accepted ac- 
counting principles. This cost must be full 
cost, including manufacturing overhead, 
but not including any element of un- 
realized profit (i. e. profit not realized by 


Use 
Measuring Performance 
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sale to a party outside the corporate o, 
ganization). This requires that the a. 
counting group in the central office 
supplied with unit costs of products by th 
selling division. The element of divisiong 
profit (or loss) must then be eliminate 
from the inventory of the purchasing 

division and the income of the selling div 
sion in preparing consolidated financial 
statements. 


Summary 


This paper has attempted to show that 
no one method of transfer pricing can {ij 
the needs of a decentralized corporation! 
The uses of the information have bee 
isolated and the methods best accomplish. 
ing the objectives of significant reporting 
have been identified as shown below. 

No pretense of absolute correctness has 
been made for any of the pricing meth 
ods. The admitted inaccuracies must lk 
weighed against the unmeasurable gains 
resulting from having decentralized oper- 
tions and decision-making. One final con 
clusion should be noted; the greater the 
significance of the intradivisional transfers 
the more unreliable are the measures of 
income of the divisions. 

4 Joel Dean, “Decentralization and In 
Pricing, Review, Vol. 33, No. 4 
ver of view see W. E. Stone, 


“Intracompany Pricing,” Accountinc Review, Vo. 
31, No. 34 (October 1956), pp. 625-627. 


Method of Pricing 


—Market price (negotiated price if market price is unavailable). 


Marginal costs, 


Decision Making 


—+4 variable costs (as a substitute for marginal costs), and 


differential costs. 


General Financial Accounting 
(reports prepared in accordance with gen- 
erally accepted accounting principles) 


—Full cost of product (excluding intracompany profits). 
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ACCOUNTING FOR OBSOLESCENCE—A PROPOSAL* 


Davip GREEN, Jr. 
Assistant Professor, University of Chicago 
AND 
GrorcE H. SorTER 


Instructor, University of Chicago 


1958, Journal of Accountancy ap- 

peared comment under the heading 
“Conclusion of the Atlas Plywood Story.” 
Among others, one significant statement 
was as follows: 


[' THE editorial pages of the November, 


“What is not generally realized is that losses from 
write-down of assets, abandonment of plants or 
product lines, and similar matters can follow from 
sudden decisions of management and radical 
changes of policy which significantly alter the 
fnancial stituation in the year when they are 
made, The auditors have no control over these 
policy decisions.’” 

Of interest to us is the possibility that 
these losses may have occurred in time 
periods prior to the year of change in 
policy. And if this is the case, to what 
extent should this have been reflected in 
financial reports prior to the year of man- 
agement’s “‘sudden decisions’’? 

For some time, we have been exploring 
the feasibility of a change in accounting 
procedure regarding obsolescence of fixed 
assets. Because of the Atlas incident, and 
because the notion of economic usefulness 
was raised in the annual report of Atlas, 
we feel that this is an appropriate time to 
submit our proposal. Should others feel 
that our suggestions are constructive, we 
intend to supplement this paper with one 
dealing primarily with the mechanics of 
measurement and its attendant problems. 


PRESENT ACCOUNTING VIEWS ON 
OBSOLESCENCE 


The following definitions of obsolescene 
are found in accounting literature: “This 
term obsolescene is usually defined broadly 
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to embrace the entire effect of the progress 
of invention and technical improvement.’ 
And “obsolescence in the narrow sense 
represents the effect of inventions and 
technical developments upon plant assets 
in use.” These effects may be (1) so com- 
pelling as to dictate the immediate retire- 
ment of the affected asset, or (2) of lesser 
magnitude, reducing the utility of the 
asset without necessitating its immediate 
replacement. Here an asset is considered 
totally obsolete when its replacement is 
dictated by economic considerations. Par- 
tially obsolete is the state that exists when 
a replacement for an existing owned asset 
is made available, but economic analysis 
does not dictate replacement. That is, the 
inferiorities of the old asset in relation to 
the new are not material enough to war- 
rant the outlay for the new. 

The effects of technology may either be 
predictable or unpredictable at the time 
of asset acquisition. Predictable effects of 
technological change give rise to what is 
termed ordinary obsolescence; unpredict- 
able change results in extraordinary ob- 
solescence. Thus, four possible categories 
of obsolescence can be identified: 


* The authors acknowledge the help of their col- 
leagues, Sidney Davidson, Samuel Laimon, and H. M. 
Weingartner. 


1 Journal of Accountancy, Vol. 106, No. 5, pp. 32, 33. 
See also “The Mess at Atlas Plywood,” Fortune, Vol. 
1 (January, 1958), p. 118. 

I 

Rufux' Winon and Walter G. Kell (ed.) Accountants’ 
Handbook (New York, The Ronald Press Company, 
_— 17. 3, (emphasis supplied) 

liam A. Paton and William A. Paton, Jr., Asset 
Accounting (New York, The MacMillan Co., ’{952), pp. 
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. Total 
Obsolescence 


Il. Partial 
Obsolescence 


a) ordinary 
b) extraordinary 


a) ordinary 
b) extraordinary 


It might help in clarifying this classifica- 
tion to give more extended definitions of 
these four categories and to describe the 
accounting recognition of each. 


I. (a) Total Ordinary Obsolescence 


The effect of technology is such that at 
some date prior to physical exhaustion of 
the asset it should be replaced. This effect 
is considered predictable at the time of 
acquisition of the asset. 

Accounting recognizes the effects of 
total ordinary obsolescence through the 
periodic depreciation charge. The original 
life estimate of an asset is based on its 
economic life which may be determined by 
expected obsolescence. It is this life esti- 
mate which is one of the determinants of 
the yearly depreciation charge. 


I. (b) Total Extraordinary Obsolescence 


The effect of technology is such that at 
some date prior to physical exhaustion of 
the asset it should be replaced. This effect 
is unpredictable at the time of acquisition 
of the asset, although it may become pre- 
dictable at some time prior to retirement. 

Total extraordinary obsolescence is ac- 
counted for in two ways: (1) By recogniz- 
ing premature retirement after the first 
life estimate is made but before actual re- 
tirement, which requires an increase of the 
periodic depreciation charge for the re- 
maining (shortened) life’ or (2) in the 
absence of this recognition of premature 
retirement, accounting write off is limited 
to the period of retirement.® 


II. (a) Partial Ordinary Obsolescence 


The effect of technology is such that at 
some date the usefulness of the asset in 
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each remaining period of use is reduced byt 
the estimated service life of the asset is not 
changed.” This effect is considered pre. 
dictable at the time of acquisition of the 
asset. 

This form of obsolescence is recognized 
only insofar as diminishing charge methods 
of depreciation are used and are a measure 
of the predicted loss in utility of an asset 
due to obsolescence. If other depreciation 
methods such as straight line are used, orif 
diminishing charge methods are based on 
other criteria, no reporting of partial ordi- 
nary obsolescence is then made. 


II. (b) Partial Extraordinary Obsolescence 


The effect of technology is such that at 
some date the usefulness of the asset in 
each remaining period of use is reduced, but 
the estimated service life of the asset is not 
changed.’ 

This effect is unpredictable at the time 
of the acquisition of the asset.® 

That this form of obsolescence is not 
recognized is evidenced by (1) accounting 
theory and practice, (2) Internal Revenue 
Service ruling, and (3) decisions of the 
courts. 

(1) Accounting Theory and Practice 

It appears that accounting interest 
in obsolescence exists only when as 
set retirement is imminent. For 
example: 


technological advance requring 


retirement of assets due to obsolescence.” 


5 Perhaps also required is the correction of prior 
years’ depreciation charges. 

* This obsolescence however is not recognized if the 
= should be but is not replaced (See discussion be 
low). 

7 If the estimate of service life were shortened this 
would be a prediction of total obsolescence. 

8 There may, of course, be combinations of thes 
categories of obsolescence. Thus an unanticipated tech jj 
nological event may both reduce the utility of an asstt 
within each of the remaining periods of use and al 
lead to earlier than anticipated retirement. In ths 
situation we have partial extraordinary obsolescent 
(IIb) now and can predict total extraordinary obsole 
cence (Ib) at some future date. 

® Wixon and Kell, Loc. cit., (emphasis supplied). 
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Extraordinary obsolescence is obsoles- 
cence resulting upon development of more 
economical methods of production, fre- 
quently due to radical changes or new in- 
ventions, resulting in greater efficiency 
and lower costs, and sometimes due to 
new legislation, which may render the 
continued operation of the old asset un- 
profitable or impossible, or sometimes due 
to changes in economic conditions.’ 


“Obsolescence: the loss in usefulness of 
an asset, occasioned by the approach to 
the stage of economic uselessness through 
progress of the arts;’” 


“any event or condition which renders 
the continued use of a fixed asset (which 
is still physically capable of use) imexpe- 
dient, impracticable or impossible is a cause 
of obsolescence.” 


In each of the above quotations the un- 
derlined phrases imply complete obsoles- 
cence only. 

An examination of many annual reports 
and of Accounting Trends and Techniques® 
also failed to provide any evidence of the 
recognition of partial obsolescence. 


(2) Internal Revenue Ruling 


“Present bureau practice recognizes 
only one of the two principal effects of 
obsolescence. The one which causes the 
actual retirement of the assets; no real 
recognition is given to the effect of obso- 
lescence in reducing value to the owner 
during life.’” 


The stand of the bureau in regard to 
obsolescence is stated as follows: 


‘Normal obsolescence is caused by fac- 
tors which can be anticipated with sub- 
stantially the same degree of accuracy as 
other ordinary depreciation factors such 
as wear, tear, corrosion, or decay. ... 

Extraordinary or special obsolescence 
rarely can be predicted prior to its oc- 
currence. However, this does not neces- 
sarily imply that the asset must have been 
completely discarded or become useless, 
but merely that a point has been reached 
where it can be definitely predicted that 
its use for its present purpose will be dis- 
continued at a certain future date.’ 
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(3) Court Decisions 
In 1932, the Supreme Court held 
that: 


“Obsolescence may arise from changes 
in the arts, shifting of business centers, 
loss of trade, inadequacy, supercession 
and other things which apart from physical 
deterioration operate to cause plant ele- 
ments or the plant as a whole to suffer 
diminution in value.’ 


This apparent support for recognition of 
“partial obsolescence,’’ however, was su- 
perceded by a 1939 Supreme Court de- 
cision which limits recognition of obsoles- 
cence to effects on service life only, rather 
than on any diminution of value.’’ Several 
more recent circuit court decisions echo 
this 1939 ruling.'® 

In summary, it would appear that ac- 
counting, supported by the position of the 
Internal Revenue Service and the courts, 
currently recognizes obsolescence only if it 
results in the retirement of assets, and the 
effects of partial extraordinary obsoles- 


10 A. A. H. Bohtling, “Some notes on handling tax 
and ones roblems of extraordinary obsoles- 
cence,” Jour of. Accountancy, Vol. 90, No. 3, p. 236, 
(emphasis supplied). 

1 Eric L. Kohler, A Dictionary for Accountants 
(Englewood Cliffs, N. J., Prentice-Hall, Inc., 1957), p. 
332, (emphasis supplied). 

12 H. A. Finney and Herbert E. Miller, Principles of 
Accounting, Intermediate (Englewood Cliffs, oa de 
Prentice-Hall, Inc. 1958), p. 353, (emphasis supplied). 

13 American Institute of Certified Public Account- 
ants, Accounting Trends and Techniques in Published 
Corporate Annual Reports (New York: American Insti- 
tute of Certified Public Accountants, 1958). 

M4 Eugene L. Grant and Paul T. Norton, Jr., Depre- 
ciation (New York: The Ronald Press Company, 1949), 
p. 231. 

1 U. S. Treasury Department, Bureau of Internal 
Revenue, Bulletin ‘““F”, Income Tax Depreciation and 
Obsolescence—estimated useful lives and depreciation 
rates, revised January, 1942, p. 3. 

16 U. S. Cartridge Company v. United States, 284 
U. S. 511 (1932). 

17 Real Estate-Land Title & Trust Company v. United 
States 309 U. S. 13 (1939). 

18 For instance: Southeastern Building Corporation v. 
Commissioner of Internal Revenue 148 F. (2d) 879 (1945). 
Detroit & Windsor Ferry Company v. Woodworth, 
Former Collector of Internal Revenue, 115 F. (2D) 795 
(roa, Becker v. Anheuser-Busch, Inc. 120 F. (2d) 403 
1). 
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cence are not reported in accounting state- 
ments. 


PROPOSED RECOGNITION OF 
PARTIAL OBSOLESCENCE 


Dissatisfaction with accounting treat- 
ment of obsolescence has a long history. 
Peloubet in 1936 critically discussed the 
problem of obsolescence.’® In 1939 an 
exhaustive article on ‘Measurement of 
Obsolescence of Capital Goods” was pub- 
lished in The Journal of Business.”° In 1949 
we find the following: ‘‘one reasonable 
criterion for the writing off of cost through 
depreciation accounting is that the gen- 
eral tendency of the accounting method 
adopted should be one to create depre- 
ciated book values not in excess of the 
current value of assets to their owners in 
the light of the most economical available 
substitute.”™ In the Accountants’ Hand- 
book, in a section other than the one 
quoted previously, appears this state- 
ment: “the measurement of the decline in 
value of plant assets due to obsolescence 
is a difficult problem. Measurement should 
include comparison of alternative processes 
and procedures . . . and when obsolescence 
definitely exists . . . the allowance for de- 
preciation or other appropriate valuation 
account should be adjusted for the amount 
of the loss in value.’ In the light of the 
above and with the help of modern equip- 
ment replacement analysis, which makes 
the quantification of obsolescence pos- 
sible, a revision of present practice in 
accounting for obsolescence is proposed. 

The following simplified illustration is 
used to explain our proposed accounting 
for obsolescence. A machine (asset A) is 
owned with a book value of $5,000, zero 
resale value, and a remaining life of 5 
years. It is capable of producing 2,000 
units of X each year with yearly input of 
materials and labor costing $1,500. Re- 
cently a new machine (asset B) has been 
introduced costing $5,000 with an esti- 
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mated service life of 5 years which alg 
produces 2,000 units of X per year, but at 
a yearly input cost of only $1,000. (We 
ignore the effects of interest at the outset 
for the sake of simplicity.) It is clear that 
under definitions advanced previously, as. 
set A is partially obsolete because: 


1) If a firm owned neither asset, it 
would be willing to pay more for “B” 
than “A,” but not more than a dif. 
ferential of $2,500 ($500 per year for 
five years). 

2) As the firm already owns asset “A” 
it will not be replaced because the 
total savings of $2,500 are less than 
the $5,000 cost of replacing. 


Existing accounting technique would 
not take cognizance of this state of obso- 
lescence. We suggest that the carrying 
value of A be reduced to recognize its in- 
feriority to B. The savings attributable to 
using B are $2,500; its capital cost is 
$5,000. The difference between these two, 
$2,500, should be the new carrying value 
of A. To effect this write-down, an entry 
debiting correction of prior years’ profit, 
loss due to obsolescence, or retained earn- 
ings, and crediting a valuation account, 
possibly called recognized obsolescence, 
should be made. (The credit could be 
made to the allowance for depreciation ac- 
count, although we would prefer the use of 
a separate account for reasons explained 
later.) Subsequently, the annual depre- 
ciation entry would be a debit of $500 to 
depreciation expense (assuming straight 
line depreciation) and a credit of $500 to 
the allowance for depreciation account. 
(See Exhibit I next page.) The recog- 
nized obsolescence account would remain 


19 Maurice E. Peloubet, he x= Problems in Ac- 
counting for Capital Assets,” The Journal of A¢ 
countancy, Vol. 61, No. 3, pp. 186-190. 

2 C. Emery Troxel, “Measurement of Obsolescence 
of Capital Goods,” Journal of Business, Vol. XII, No. 
2; » Pp. 132-151. 

Grant and Norton, op. cit., 
Wixon and Kell, loc. cit., 18-39. 
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EXHIBIT I 


PARTIAL INCOME STATEMENT OF THE YEAR SUBSEQUENT TO REPLACEMENT 
DECISION (INTEREST IGNORED) 


Asset “A” Replaced 


Retained Asset A by Asset “B” Retained Asset A 
Existing Accounting Existing Accounting Proposed Accounting 
Procedure Procedure ure 
Revenue (2,000 units). . $3,500 $3,500 $3,500 
Direct labor & materials... . $1,500 $1,000 1,500 
Depreciation . . 1,000(1) 2,500 1,000(2) 2,000 500(3) 2,000 
Operating Profit...... $1,000 $1,500 $1,500 
(1) Book value of A........ $5,000 
Remaining life. . 
Annual depreciation charge. ee 
(2) Book value of B....... ere 
Annual depreciation charge. . . $1,000 
(3) Book value of A................. $5,000 
less recognized obsolescence . 2,500 $2,500 
Remaining life........... peace! 5 years 
Annual depreciation charge....... $ 500 


unchanged until retirement of the asset, 
assuming no further obsolescence. 

If we assume a 6% rate of interest, the 
recognized obsolescence would be $2,106* 
and the carrying value of A would be 
$2,894 with a resultant yearly deprecia- 
tion charge of $578.80. (See Exhibit IT.) 

The mechanics of our proposal are as 
follows: 


1) Compute the value of the existing asset in 
relation to the new asset. 


A) Establish the discounted capital 
cost of the new asset for the re- 
maining life of the existing asset. 
This cost can be found by subtact- 
ing from the original cost of the new 
asset the present worth (at an ap- 
propriate rate of interest) of the 
value of the new asset on the date 
of contemplated retirement of the 
existing asset. (This is necessary 
only when the new asset’s life ex- 

tends beyond the remaining life of 

the old asset. If, as in our examples, 
the useful lives are the same, then 
the capital cost is identical with the 


2) 


acquisition cost of the new asset.)™ 

B) Establish the present value of the 
advantages in either input, i.e. cost 
savings, or output, i.e. increased 
quantity or quality of product, or 
both, traceable to the new asset 
over the remaining life of the old 
asset. 

C) Subtract (B) from (A) to determine 
the carrying value of the existing 
asset. 


Write down the existing asset to the value 
calculated above. 


If the value calculated in (1) is less than 
the book value of the existing asset, a 
valuation account, recognized obso- 
lescence, should be established for the 
difference.” The possibility occurs that 
as a result of this methodology, a write- 


* $2,106 is the present value at 6% of an annuity of 
= (the yearly savings attributable to B) for five 


™“ “x This will be discussed more fully in a subsequent 


article. 


% A write-down would also be indicated if a new 


machine mage to the old but substantially cheaper 
challenger 


the discounted capital cost of the 


the book value of the existing asset. 
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EXHIBIT II 


PARTIAL INCOME STATEMENT OF THE YEAR SUBSEQUENT TO REPLACEMENT 
DECISION—6% INTEREST 


—}! 


Asset “A” Replaced 


Asset “‘A” Retained by Asset “B” Asset “A” Retained 


Existing Accounting 
Procedure 


$3 ,500 
2,000 


Existing Accounting 


Proposed A ccounting 
Procedure 


Procedure 
$3 , 500.00 


Revenue (2,000 units)... $3,500 
Direct labor & materials 
Depreciation... . 


1,000 $1,500 
1,000(2) 578 .80(4) 


$1,500 
1,000(1) 


2,500 


Operating profit... $1,000 


Interest charge. 
Net profit. . 
(1) Book value of A. 


Remaining life......... 
Annual depreciation charge. 


(2) Book value of B. 
Remaining life. . 5 
Annual depreciation charge. 


$1,500 
300(3) 
$1,200 


(3) $5,000 (.06) 
This sum would only be reported in the statements 
as an interest charge under the assumption that 
the $5,000 to purchase “‘B” was borrowed. Under 
any circumstance however there would be an im- 
plicit if not explicit interest charge in the replace- 
ment analysis. 


Remaining life Sy 
Annual depreciation charge ($2,894/5) $ 378. 80 


up rather than a write-down would be 
indicated. This, however, raises the is- 
sues of appraisal write-ups which we 
will not consider at this time. 


Amortize the book value of the retained 
asset less recognized obsolescence over its 
remaining life. 


DEFENSE OF THE PROPOSAL 


The proposed procedure can be evalu- 

ated from four points of reference: 

1. Are the resultant data superior to 
those conventionally reported? 
Are the underlying notions consist- 
ent with the general body of ac- 
counting ideas? 

3. Are the problems of measurement 
insurmountable? 

4. Does the procedure raise problems 
for the public accountant? 

Superiority of data.—‘Business success, 

particularly in fields that involve large 


capital investment, depends to a consider- 
able extent on chosing the right time to 
make changes.’”* It would seem, therefore, 
that accounting should take great pains to 
report in as meaningful a manner as pos- 
sible management’s decision to make or 
not to make a change. Assume management 
correctly decides not to replace machine 
A in the example cited previously (see 
Exhibits I & II). In the year subsequent to 
this decision (assuming a 6% rate of in- 
terest), reported expenses will be $2,500, 
consisting of $1,500 prime costs and $1,00 
depreciation charge. If the output of 2,00 


units is sold for $3,500 the company will | 


report income of $1,000. On the other 
hand, if management incorrectly decides 
to replace machine A, it will report in the 
subsequent period operating expenses of 


% George O. May, Financial Accounting: A Distilla- 
tion of Ware (New York: The Macmillan Co, 
1943), p. 120 
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$2,000 ($1,000 direct and $1,000 deprecia- 
tion), an interest charge of $300, and in- 
come of $1,200 (revenue and output are 
unchanged). Income supposedly measures 
the efficiency of the entity and its man- 
agement.” Yet here we find the curious 
situation in which a wrong decision leads 
to larger reported income in subsequent 
periods under existing accounting conven- 
tions than would the correct decision. 
Under the proposed procedure, however, 
income in the subsequent year would be 
$1,421.20 ($3,500 revenue less $1,500 
prime costs and $578.80 depreciation). The 
revised income would seem to be realistic. 
The income that can be maintained in 
future periods would be $1,421. The in- 
creased income results from a reduction of 
capital employed and a different cost mix, 
ie., less capital costs and more prime costs. 

On the other hand, if analysis revealed 
that the asset should be replaced, existing 
accounting procedure might deter re- 
placement due to the reluctance of man- 
agement to incur the book loss due to 
abandonment. To the extent that busi- 
ness decisions on capital investment are in- 
fluenced by the “‘timing”’ of losses due to 
abandonment or change, accounting im- 
pedes rather than serves the needs of 
management. To put this another way, if 
a necessary change is postponed because 
hext year is a “‘better’’ time to absorb the 
charge, all parties (except the tax collec- 
tor) are disserved. At the same time ac- 
counting has failed to communicate mean- 
ingful financial information of consider- 
able importance. The loss or write-down in 
value of an asset should not be dependent 
upon replacement. A totally or partially 
obsolete asset has become totally or par- 
tially obsolete when the new, more efficient 
asset has become available. And under our 
proposal, obsolescence is recognized when 
analysis shows it to exist. Thus the “loss” 
due to obsolescence can neither be avoided 
hor postponed by non-replacement, and a 
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possible deterrent to correct action would 
be removed.”® 

It can also be argued that the balance 
sheet figure resulting from the accounting 
recognition of obsolescence would be more 
useful, since the restated carrying value is 
a better interim calculation of future serv- 
ice benefit. Clearly the diminution of the 
capital asset is attributable to the periods 
prior to the innovation rather than to 
subsequent periods. 

Consistency with accounting thought.— 
The proposed recognition would not seem 
in any way contrary to accounting prin- 
ciples. Rather, it seems to parallel the 
practice of recognizing obsolescence in in- 
ventory, which has long been accepted as 
proper accounting.”® 

One possible objection to the downward 
revaluation of a capital asset is the pos- 
sibility that fluctuations in value over the 
life of a non-current asset are probable, 
and that today’s lower values might be 
succeeded by future higher ones. This ob- 
jection does not appear to be valid in the 
case of write-downs due to obsolescence; 
it seems safe to maintain that effects due 
to obsolescence would rarely, if ever, be 
reversed. 

Consider this from another angle; is this 
a departure from the cost concept? 

If initial cost of a long life asset repre- 
sents the discounted stream of expected 
future service, and amortization of cost is 
but an attempt to allocate cost equitably 
to the various periods of service, then our 
proposal is not a departure. We are 
recognizing an occurrence, subsequent to 


27 “The realized net income of an enterprise measures 
its effectiveness as an -unit ....” American Ac- 
counting Association, Accounting and Reporting Stand- 
ards for Corporate Financial Statements, (Columbus: 
American Accounting Association, 1957), p. 5. 

28 The interesting notion of the possibility of nega- 
tive book value when a wrong choice to retain a totally 
a asset is made will be discussed in a subsequent 
article. 

*® For practice, see American Institute of Certified 
Public Accountants, op. cit., p. 56; for theory, see 
Wixon and Kell, loc. cit., pp. 12-49. 
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acquisition, which, had it been known at 
acquisition, would have resulted in a 
shorter life estimate or a different depre- 
ciation method.*° 

The problems of measurement.—lIt is in- 
teresting to note that the origins of equip- 
ment analysis coincide with the first books 
on cost accounting.** We feel that had 
earlier accountants concerned themselves 
as deeply with the problems discussed 
here as they were concerned with the allo- 
cating of factory cost to inventory and 
cost of sales, present thinking might be 
significantly different. 

The whole problem of allocation of capi- 
tal asset costs to specific time periods, is, 
and has been, essentially an arbitrary and 
subjective one. In part, this is evidenced 
by the many acceptable depreciation 
methods and the continuing controversy 
over them. 

The many problems of measurement 
such as the choice of the interest rate, the 
frequency of analysis, whether or not all 
fixed assets are periodically included, the 
reliability of data, the choice of method, 
etc., are relatively minor when viewed 
against the needs for information on this 
subject. We recognize that these measure- 
ments are being made daily by industrial 
engineers whether they be employees or 
consultants. Indeed, Business Week re- 
cently devoted several pages to the uses of 
equipment analysis;* and in recent years, 
many of the accounting texts have in- 
cluded this subject.* 

Since there is a consensus that continu- 
ing equipment analysis is essential to en- 
lightened management, we feel that the 
problem of measurement is primarily one 
of mechanics; and that this is a minor 
problem when balanced against the needs 
for information. 

Problems facing the public accountant.— 
Given that partial obsolescence can be 
recognized in the accounts and that this 
is held to be within the structure of ac- 
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cepted procedure, what would be the prob. 
lems facing the public accountant? At 
first glance, they appear to be the usual 
problems of reliability of data with the 
attendant problem of verification, a de. 
termination of consistency of method em. 
ployed, and an approval of the amounts 
reported. 

On the other hand, suppose that partial 
obsolescence is reported in the company’s 
annual statements but that this is not 
considered to be acceptable procedure, 
Since the asset offset amount is to be re. 
ported separately, and since the charge to 
the year would also be stated separately, 
the accountant can disclaim these sep- 
arate items if he feels that this is necessary, 

One last problem: suppose that account- 
ing for partial obsolescence is accepted 
procedure but a company makes no use of 
equipment analysis. In this instance the 
public accountant must determine if this 
omission is significant. If it is, then there 
is an omission of a material fact and 
qualified opinion is necessary. 
Conclusion 

Accounting for obsolescence has tradi- 
tionally been involved only with the esti- 
mation of service life. Accounting meas- 
urements of obsolescence, if any have been 
made, are presently included with periodic 
depreciation charges. But obsolescence, 
unlike “wear and tear’’ or “‘use, disuse, 
and abuse” may not be linear, rhythmic, 

%® The use of the new methods of accelerated amor- 
tization would have the effect of reducing the amounts 
involved in a write-down. 

1 Factory Accounts by Emile Garcke and J. M. Fells 
was published in London (Crosby Lockwood and Son) 
in 1887; the rudiments of equipment analysis first ap 
peared in Wellington’s classic, The Economic Theory ¢ 
Railway Location, also published in 1887. fe 

“How to find the Moment when Modernizing 
Pays Best,” Business Week, Number 1517, Septembe 
27, 1958, pp. 100-119. ; 

* William J. Vatter, Managerial Accounting, (New 
York: Prentice-Hall, 1950), pp. 354-366; John J. W. 
Neuner, Cost Accounting (Homewood: Richard D. 
Irwin, Inc.), pp. 830-835. Robert N. Anthony, Mor 


agement Accounting (Homewood: Richard D. Irwn, 
Inc.) Chapter 18, 
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Accounting for Obsolescence 


orpredictable. In good conscience, periodic 
depreciation charges should not include 
provisions for extraordinary obsolescence; 
this measurement can and should be made 
separately. Although this imposes an addi- 
tional requirement on accountants, we can 
take some comfort in remembering that 
only fifty years ago we had no accounting 
for depreciation. Depreciation accounting 
developed because, despite the many prob- 
lems and assumptions involved, account- 
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ing reports were judged more useful if they 
included the effects of depreciation. Ul- 
timately, of course, any accounting proce- 
dure must be judged by the utility of the 
information it provides interested parties. 
As investment in capital assets becomes 
larger and the effects of changes in tech- 
nology more pronounced, we feel that, 
despite the many problems involved, ac- 
counting must attempt to report the ef- 
fects of obsolescence in an explicit manner. 
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ACCOUNTING IN A FREE ECONOMY 


J. M. Yanc 
Professor, New Asia College, Hong Kong 


engaged in producing things neces- 

sary for subsistence and have been 
confronted with the problem as to what 
things to produce and how to produce 
them. As soon as several persons combined 
their efforts in production, there has been 
the problem as to what each should do and 
how the product should be distributed 
among them. The order or condition under 
which men decide and carry on their ac- 
tivities with reference to production and 
distribution characterizes an economy. 
An economy is said to be free when the 
members of a community, each according 
to his ability and situation, freely make 
decisions and carry on economic activities. 
with little or no interference from the 
government. 

In the early days of economic life, when 
each individual constituted a unit of 
economic activities by himself, there was 
no problem of distribution and his own 
choice of consumption determined the 
character of his production. Later, as the 
household became the economic unit, and 
still in a state of self-sufficiency, the con- 
sumption of the household determined its 
production; work was assigned and pro- 
duct was distributed among its members 
largely according to the wish of the head 
of the family. After a further period of 
development, the household economy was 
gradually broken up and in its place a 
social economy emerged. 

In a social economy production is under- 
taken mostly by separately organized 
business enterprises which constitute the 
cells of the entire economic organism of 
society. Individuals take part in these 
business enterprises in various specialized 
capacities as landowners, workers, capital- 


Six the beginning men have been 


ists, and enterprisers supplying respec. 
tively land, labor, capital, and enterprise, 
the four basic factors of production. Pro 
duction is no longer for the direct con. 
sumption of persons participating in each 
business enterprise, but for sale to com 
sumers or to other business enterprises 
which in turn produce for final consump- 
tion. The underlying reason for this de- 
velopment is the efficiency resulting from 
specialization and cooperation. Men pr- 
duce more and better things when they 
concentrate their effort on particular tasks 
and they can do so by cooperating with 
others in a business enterprise; and a 
business enterprise in turn gains efficiency 
by devoting itself to one kind of produc- 
tion and selling its product on the market 
rather than producing what its partici- 
pants need for consumption. In other 
words, the present economy is a market 
economy in which production is disposed 
of in the market and it is the money 
realized from the sale of the product that 
is distributed among those participating 
in production rather than the product 
they themselves produce. With the money 
thus obtained each individual decides for 
himself what things he wants to buy for 
consumption. In these circumstances the 
problem of production becomes more com 
plicated and some equitable basis of dis 
tribution has to be found. 

While all productive factors cooperate 
in carrying on production in a business ei 
terprise, it should not be inferred that the 
business enterprise comes into being 
through their joint initiative; rather, the 
initiative for its organization comes from 
the enterpriser who sees the possibility of 
success for a certain line and method of 
production and risks his money and effort 
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over it. The enterpriser plans and coor- 
dinates the work of production and en- 

es the services of the other factors. The 
problem of production, therefore, is pri- 
marily one for the enterpriser who alone 
igresponsible for the success of the busi- 
ness undertaking. As a matter of fact, not 
all the factors taking part in the business 
wait for the sale of its product to secure 
their share of production: each factor is 
generally paid remuneration according to a 
predetermined rate, except the enter- 
priser who gets what is left after the claims 
of other factors are met. There is always 
the possibility that the proceeds of sale 
will be insufficient to meet even the prior 
daims, in which case the enterpriser suffers 
aloss. Thus the position of the enterpriser 
seems a precarious one and that of the 
other factors more secure but subject to 
the whim of the employer. However, aside 
from personal aptitude and condition 
every individual is free to decide what 
part he wants to play in production; 
whether to be an enterpriser, start a 
business of his own and earn profit, or to 
take part as a land-owner, worker, or 
capitalist in the business of others and re- 
ceive rent, wage, or interest. Moreover, 
as an enterpriser, every person is free to 
decide on his line and method of produc- 
tion; and as any of the other factors, 
every person is free to choose the specific 
business enterprise with which he wants 
to be associated. 


Economic Activities Guided by Prices 


In an economy in which every individ- 
ual is free to do what he likes, without a 
set of rules to govern economic activities 
ora central agency to direct them, con- 
fusion would seem inevitable, with pro- 
duction out of gear with consumption and 
distribution largely on an arbitrary basis. 
One may indeed wonder, with various al- 
ternatives open to him, how is the enter- 
priser to know whether he should produce 
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one thing rather than another? What 
should be his method of production? Sim- 
ilarly, among the different business en- 
terprises, how is the supplier of each of 
the other factors to decide whether he 
should join any particular enterprise 
rather than another? Decisions in this re- 
gard affect not only the interest of the in- 
dividuals concerned, but also that of the 
society as a whole, because erroneous de- 
cisions would mean a waste of economic 
resources which could be devoted to more 
useful production, and social interest re- 
quires that all economic resources be used 
in such a manner as to yield the maximum 
economic well-being. In economic con- 
siderations every person is predominantly 
self-seeking and his economic activities 
are motivated by the prospect of maxi- 
mum advantage to himself. Such being the 
case, what is the assurance that the deci- 
sions of individuals will be in line with the 
interest of society? What is the guide to 
decisions which will be beneficial to both 
individuals and society? 

In a completely individualistic economy 
in which, it is assumed, production is for 
direct consumption, every individual with 
limited resources at his disposal, must 
apply them in the production of things 
essential to life in order of their relative 
importance so as to insure that nothing of 
greater importance will be sacrificed for 
something of lesser importance. He con- 
siders, that is, the various products to 
which his resources can be applied and sees 
that none of the resources which are 
needed for a more important product are 
used for a less important one. In other 
words, he compares each time the im- 
portance of his contemplated product 
with the importance of the resources in 
the production of an alternative product. 
A process of comparative evaluation is 
always going on. In the present economy 
in which all members of society cooperate 
in carrying on production, essentially the 
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same process of evaluation is in effect; 
only the evaluation is made more definite 
through an expression of value in money 
terms, that is, through price. Economic 
decisions and activities are now guided by 
price. There is a price for everything— 
every product as well as every factor used 
in production; and price is determined by 
demand and supply over the whole field. 
Hence it may be said that price represents 
social evaluation; and it tends to be set 
always at a point at which demand and 
supply are equalized. At this point maxi- 
mum economic well-being is achieved, 
because factors will have flown into the 
production of various products according 
to their relative importance, and products 
will have been used for the satisfaction of 
various wants according to their relative 
urgency. Let us see how this works out in 
an economy composed of business enter- 
prises. 

Every business enterprise also takes 
price as the sole guide for its economic ac- 
tivities. Being self-seeking, each enter- 
priser chooses the line of production which 
yields him the highest profit, but profit re- 
sults from the difference between the price 
that can be realized from his product and 
the price he has to pay for the services of 
the factors employed for production, in 
the form of rent, wages, and interest. In so 
far as price represents social evaluation, 
the enterpriser in making his calculation of 
revenue and cost is in effect also compar- 
ing the social value of his product and the 
social value of the factors necessary for its 
production. The price of each factor in- 
dicates its social value in other lines of 
production, and unless the contemplated 
product will bring a price which is high 
enough to pay the cost of all the factors, 
the enterprise had better switch to an- 
other line of production. In addition, the 
method of production which the enter- 
priser adopts affects the proportion of 
factors to be employed—whether more 
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capital or labor is used, for instance—anq 
this naturally influences his cost also, and 
attempt is generally made to improve the 
method of production so that cost may be 
reduced to a minimum. In this way the 
enterpriser will not only be improving his 
prospect of profit, but also acting in con- 
formity to social need. It should be ob. 
served, further, that the price of each 
factor in the form of rent, wage, and in. 
terest, besides expressing its social jm. 
portance in production, represents also the 
rate at which each factor shares in the 
product, and in so far as the rate is de 
termined by the demand and supply of 
each factor over the whole field rather than 
in any specific business enterprise, it is 
based on social decision. The owner of each 
factor will work for a business enterprise 
that pays this rate, or he will work for 
some other enterprise that does; while at 
the same time he cannot expect to receive 
more or he will not be employed. 

In a free economy, therefore, price is the 
all powerful factor which guides ecomic 
decisions and activities as regards pro- 
duction and distribution. It has made 
possible the preservation of individual 
freedom on the one hand and of an orderly 
economic organism on the other. To be 
sure, it has not been possible to avoid the 
waste of resources altogether, but broadly 
speaking, the increase in production with 
general improvement in economic well 
being has been noteworthy and no serious 
problem of distribution has been expen- 
enced. 


Business Competition and Economic Prog- 
ress 


The foregoing outline of the operation o 
the free economy should not give one the 
impression that economic activities tend 
to settle down to a set pattern according 
to which business enterprises become 
established. On the contrary, demand and 
supply on the basis of which price is de 
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termined are dynamic facts and are sub- 
ject to change at all times. Population 
increases, human tastes change, sub- 
stitutes are found, inventions and dis- 
coveries are made; these and other oc- 
currences cause disturbance to the estab- 
lished relation of demand and supply, and 
as a result price is altered. An economy 
must be flexible enough to permit adjust- 
ments of its production to changed condi- 
tions of needs and resources so that the 
most effective utilization of resources may 
be constantly kept up. Business enter- 
prises through which production is carried 
on must be able to adapt themselves 
quickly to changes in social evaluation; 
and as variations in prices of product and 
of productive factors invariably affect 
revenue and cost, they must be taken into 


account by business enterprisers in de- 
termining their future course of production. 
Further, development in industrial art 
brings new techniques of production, by 
which productive factors can be employed 
more effectively; and as a result more 
abundant supply is made possible at lower 
unit cost. Gradually price is lowered and 
more demand is satisfied. Business enter- 
prises which are quick in adopting new in- 
dustrial techniques are benefited by re- 
duced cost while those that lag behind are 
confronted with the possibility of loss. 
One characteristic fact of the free 
economy is that there is no restriction as 
to the kind of business which an individual 
may enter, or the manner in which the 
business may be conducted; both are left 
completely to individual initiative. In 
general, therefore, a large number of 
business enterprises are engaged in the 
same line of production, and there is no 
eflective agreement possible among them 
as to how much each should produce to 
satisfy the total demand. Moreover, new 
enterprises keep on coming into the field. 
This complicates the calculation for each of 
them, especially in view of the fact that in 
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a modern enterprise with large overhead 
costs, cost per unit of product varies con- 
siderably with volume of production. 
What actually happens in the business 
world is that every enterprise tries to in- 
crease its production and capture as much 
of the market as possible, and this means 
competition. Competition is as old as 
business history. But when market was 
limited in scope and production was sim- 
ple, supply could be easily adjusted to de- 
mand. In the modern economy, however, 
with improved transportation, the market 
has been considerably enlarged, and with 
increased use of machinery production has 
been greatly increased in scale, with the 
result that production in many lines is for 
world demand. Competition has become 
keener and many-sided, and forecast of 
demand has become more difficult. Of 
course competition is not necessarily 
carried on blindly; there are statistics in- 
side and outside each business enterprise 
which can be used as references for mak- 
ing forecasts and decisions. However, no 
business acts on statistics alone nor is it 
satisfied with past achievements; it for- 
ever wants to push ahead even in the face 
of uncertainties. 

From the standpoint of the community, 
economic progress, like progress along 
other lines in human life, is hastened in 
an environment of uncertainty and change. 
In a dynamic economy every business en- 
terprise has to keep up its struggle for 
existence; not only does it adapt itself to 
changes, but it also initiates changes 
wherever possible so as to bring itself to 
the fore in the company of its competitors. 
Will it ever make a mistake? Doesn’t a 
mistake by any business enterprise mean 
a loss of resources? How about over-pro- 
duction? These are all possibilities in a 
free economy, but progress is made only 
through trial and error, and through the 
survival of the fittest. In fact, many of the 
conveniences and luxuries of life enjoyed 
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today would have been largely impossible 
had it not been for the foresight and in- 
domitable spirit of the business enter- 
prisers. The gain in quantity and variety 
of production has been so great that the 
loss of resources due to error and adapta- 
tion has proved to be but a small price to 


pay. 
Accounting and Business Management 


Obviously, in an economy in which 
business enterprises enjoy complete free- 
dom of initiative and competition, deci- 
sions made by individual enterprisers with 
regard to the nature, method, and quan- 
tity of production have a direct effect on 
the soundness and progress of the economy 
as a whole. Rational decisions will guide 
production into socially desirable channels, 
promote efficiency, and prevent waste of 
resources. From the standpoint of each 
business enterprise, the making of these 
decisions and of efforts for their imple- 
mentation constitutes the problem of man- 
agement. The management of a modern 
business enterprise, with its complex opera- 
tions and extended market, is no longer by 
rule of thumb but requires ability and ex- 
perience of high order. In addition, ade- 
quate information concerning the general 
economic condition and what is going on 
inside the enterprise itself must be avail- 
able so that sound judgments may be 
formed. In this connection government re- 
search and publications are helpful, but 
every enterprise must know specifically 
the result of its past production and the 
condition of its present resources in order 
to decide rationally on the line of action to 
be taken with reference to the general eco- 
nomic climate. 

This latter information is supplied by 
accounting records, which are built es- 
sentially on price data, as price constitutes 
the all-important guide to production in 
every business enterprise. With production 
understood in the economic sense as in- 
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cluding all efforts made in making th 
product available to the purchaser, de 
termination as to whether the result of 
production justifies the efforts made hasty 
be based on the price realized from th 
product as compared with the price paid 
for the various resources or factors used jp 
production, including both manufacturing 
and selling. In accounting the former js 
shown by the record of revenue and th 
latter by the record of cost or expense, 
Actually, with accounting on a periodic 
basis, the revenue and cost of any on 
period may not coincide with the produc. 
tion started during the same period due to 
the presence of inventories. So revenue 
and cost of a period show only the result of 
fully consummated production. The condi. 
tion of resources available for further pro- 
duction is expressed by the record of assets, 
representing the price paid for the re 
sources. The counterpart of the record of 
assets is the record of equities, showing th 
source of capital invested in the assets and 
coincidentally the legal claims of the vas- 
ous capital furnishers. Revenue and cost 
represent the dynamic picture of the econ- 
omy of a business enterprise—what has 
taken place in the consummated act of 
production, while assets and equity show 
the static picture—what its present condi- 
tion is during each stage of the act of 
production. 

Profit-making being the primary pur 
pose of every business enterprise, good 
management consists of putting all avail 
able resources into the line of production 
that promises the maximum revenueand 
involves the minimum cost, and at the 
same time obtaining the highest possible 
efficiency in the process of production with 
a view to reducing cost wherever feasible. 
To this end, production is planned ahead 
and all productive activities are coor 
dinated and controlled. The most useftl 
contribution of accounting in this connet 
tion is the analysis of revenue and costil 
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sach appropriate form and detail as will 
facilitate comparisons and provide bases 
for sound conclusions. One important form 
of analysis for managerial purpose is that 
of revenue and cost by each kind of prod- 
uct as a basis for determining whether a 
gecific type of production is worthwhile. 
Further, as a means of encouraging effi- 
ciency and economy in production, cost is 
analyzed by departments, processes, and 
operations to facilitate control and to 
make possible comparison with past re- 
sults or comparison with budget and cost 
standards which have become, of late, 
important instruments of management. In 
the analysis of cost, however, the accoun- 
tant is confronted with a number of com- 
plex problems, because certain costs known 
as overhead do not lend themselves easily 
to such analysis, and he has to use judg- 
ment as to how far the analysis can be 
carried with accuracy and where attempts 
at the apportionment of overhead can 
safely be made. It should be pointed out 
also that while in economic analysis cost 
of production includes compensation of all 
factors, cost as used in accounting com- 
prises only the compensation for the ac- 
quired factors but not compensation for the 
capital and enterprise factors furnished by 
the creditors and owners of the particular 
business enterprise. That is to say, interest 
and profit of the producing enterprise are 
not considered as cost of production but 
rather are represented by the margin be- 
tween revenue and cost in the restricted 
sense. So in making comparisons the cost 
as disclosed by the accounts must be used 
with this fact in mind. The reason for the 
accountant’s narrow conception of cost lies 
in the fact that in keeping accounts and 
interpreting transactions the accountant 
follows the point of view of the person 
responsible for the management of a 
business enterprise who makes use of the 
capital entrusted to him, in whatever 
manner the capital may be obtained. 
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In emphasizing the importance of anal- 
ysis of revenue and cost for purpose of 
management, however, we should not lose 
sight of the importance of assets and 
equities. Assets in the form of materials, 
plant, and machinery as well as liquid 
funds represent production potentialities 
which must as far as possible be fully 
utilized, and their variety and proportion 
are matters of no little concern for pur- 
poses of planning and control. Record of 
assets is needed not only for ascertaining 
their sufficiency but also for insuring their 
safe custody and for control of production 
cost. From the economic angle, in so far 
as assets of a business enterprise consist of 
products of other concerns, they represent 
congealed and accumulated cost of pro- 
ductive factors—land, labor, capital, and 
enterprise of the previous producers, to 
which the cost of factors employed by the 
present producer is added. Equities repre- 
sent the claims of capital furnishers, of 
which there are two more or less distinct 
groups, liabilities and proprietorship. Li- 
abilities are the claims of creditors or the 
lenders of capital and constitute the in- 
terests of pure capitalists. Proprietorship 
consists of the claims of owners or the in- 
vestors of capital and comprises the in- 
terests of typical enterprisers. Within 
each of these two groups of equities, claims 
may further vary in scope and urgency, 
and accurate record must be maintained 
so that appropriate and prompt action 
may be taken to meet them accordingly. 
Further, sound management also requires 
that assets be acquired with due regard to 
the status of equities in order to insure 
that the enterprise will remain in a solvent 
condition. This means, for example, that 
durable assets should as far as possible be 
acquired out of the enterpriser’s capital 
and only in case of an enterprise with rela- 
tively stable income may such assets be 
bought in part through long-term debt, 
but they should never be financed through 
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short-term borrowing. While the problem 
of solvency concerns primarily the specific 
business enterprise, it may also be of great 
importance from the standpoint of general 
economic stability. 


Accounting and Economic Productivity 


From the foregoing discussion it is evi- 
dent that while accounting is purely an 
instrument of management of individual 
business enterprise, it has a definite con- 
tribution to make to the entire economy in 
that it helps to direct economic resources 
into the most important line of production 
and that it tends to increase production 
efficiency and lower cost. In addition, ac- 
counting helps to increase productivity by 
making large-scale production possible. 
During the past century there has been 
steady growth in the size of business enter- 
prises, and the growth has been brought 
about largely through the development of 
the corporate form of business organiza- 
tion. The corporation has made an enor- 
mous contribution to economic progress by 
its large aggregation of capital, increased 
specialization of production, and more ef- 
fective use of resources. However, the de- 
velopment of the corporation has been 
materially aided by accounting, which has 
helped in solving two of its fundamental 
problems: namely, the maintenance of an 
equitable relationship among its various 
classes of creditors and investors on the 
one hand, and of a satisfactory relation- 
ship between the investors and the man- 
agement on the other. In order to attract 
capital from as wide a circle of people as 
possible, a corporation generally issues 
various classes of stocks and bonds, each 
carrying different rights as regards income, 
security, and control. It is the duty of the 
accountant not only to keep a detailed rec- 
ord for each class and individual equity, 
but also to give correct interpretation to 
terms of agreements and take prompt ac- 
tion relating thereto, and in particular he 
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must be careful in his interpretation of 
transactions affecting the determination 
of income so as not to prejudice the in. 
terest of any class of equity. Further, ing 
corporate enterprise, although ownership 
resides in the stockholders, active manage. 
ment is usually delegated to a hired man. 
ager who has little or no ownership interest 
in the corporation. The manager in turn 
employs his hierarchy of assistants for 
various lines of duty, and they together 
constitute the body of management. This 
form of delegated management has be- 
come increasingly popular because the 
stockholders, especially those in a large 
corporation, are not in a position to par- 
ticipate directly in management, and be- 
cause the management of a modern cor- 
porate enterprise requires such a high de- 
gree of competence that only persons with 
adequate training and experience can 
qualify for the task. But absentee owner- 
ship not only increases the importance of 
accounting as a basis for the management 
to render complete reports of stewardship 
to the owners, but also brings out sharply 
the sanctity of accounting procedures so 
that all data produced by the accounts 
may be fully auditable as a means of dis- 
charging trusteeship responsibility. 

At present, moreover, business enter- 
prise makes considerable use of bank credit 
in financing its short-term requirements, 
and this avoids the tying up of its own 
capital for temporary uses—a procedure 
that tends to increase the productivity of 
capital in the whole economy. In order 
that credit may be facilitated, accurate 
accounting and reporting of financial con- 
dition and earning power become neces 
sary. 

In another significant way accounting 
helps economic productivity by directing 
the flow of capital into more urgent and 
more efficient production. This is done 
through the publicity of production 1 
sults of corporate enterprises over the 
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curity exchange. Consistent good earn- 
ing reports presumably indicate that the 
production of certain corporations is 
grving a rising demand or that their pro- 
duction method is relatively more efficient, 
or both. On the other hand, consistently 
declining incomes suggest that production 
of certain corporations is faced with a fall- 
ing demand or that there is inefficiency, or 
both. Thus investors are enabled by such 
information to make a more intelligent 
slection of enterprises for investment, 
and capital is thereby made to flow into 
the fields which promise the highest pro- 
ductivity. 


Accounting as a Basis of Distribution 


While the primary aim of revenue and 
cost accounting is to express the result of 
production, its importance as a basis of 
distribution also deserves emphasis. Off- 
hand, it may seem that in so far as the 
economic factors used in production are 
paid compensation according to rates 
fixed by the market, there is no problem 
of distribution involved in each specific 
business enterprise except the compensa- 
tion for the enterpriser which is paid out 
of the margin between revenue and cost, 
ornet income. In practical situations, how- 
ever, the compensation of many economic 
factors employed by an enterprise is con- 
ditioned, in whole or in part, upon the re- 
sult of production as indicated by its in- 
come. Even for the factor of enterprise, 
except in unincorporated enterprises in 
which ownership interests are generally 
homogeneous and permanent, the amount 
of income as determined periodically is a 
matter of considerable importance from 
the standpoint of distribution. 

The fact is that in determining periodic 
revenue and applicable cost in a modern 
business enterprise, a great many technical 
considerations are involved and careful 
analysis of facts and rational judgment 
are necessary. In a going enterprise, for 
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example, production facilities are ac- 
quired for continued use for many ac- 
counting periods and large inventories of 
materials and supplies are kept to insure 
continuous operation; and their costs have 
to be assigned to the respective periods 
during which they render services. Fur- 
ther, in calculating cost applicable to each 
line of production during each period, 
there is the problem of allocation of over- 
head, and where sales do not coincide with 
production started during the same period, 
it becomes necessary to determine the por- 
tion of production cost applicable to the 
revenue of the period. Besides, in account- 
ing for costs of current services it is often 
necessary to accrue certain costs and defer 
others, and similarly in accounting for 
revenue, questions of accruals and defer- 
ments are also frequently involved. All 
these considerations are needed to insure 
that revenue and cost of each period may 
be correctly stated. Obviously, in the exer- 
cise of personal judgment, errors of inter- 
pretation can not be completely ruled out. 
The fact that errors will rectify themselves 
in the long run will not insure equity in 
distribution in so far as the rights of the 
claimants vary from period to period. The 
accountant owes a duty in this connection 
to all those who share in the result of 
production on the basis of the income as 
determined by him. To him, objectivity 
and consistency constitute the two essen- 
tial factors for guidance. 

Of course the economic factor whose 
share of distribution is most commonly af- 
fected by the result of production is the 
enterprise factor, because ownership rep- 
resents the residual interest and its com- 
pensation, including both implicit interest 
on capital investment as well as profit for 
risk-taking, is contingent on income being 
earned. Where ownership is relatively per- 
manent, the effect of an understatement of 
income on the amount of distribution dur- 
ing any one period may be offset by an 
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overstatement during some other period. 
However, as far as the stockholders of a 
corporation are concerned, they seldom 
represent permanent equities but fre- 
quently change through transfers of stock. 
It is true that the income of a corporation 
constitutes only the basis of declaration of 
dividends and does not indicate exactly 
the amount of dividend to be paid. Never- 
theless, income earned and reported pro- 
duces an important influence on the deci- 
sion of stockholders with respect to their 
holdings. Further, certain stocks carry 
a right to corporate income only as it is 
earned during each period and the right 
lapses if no income is reported, as in the 
case of noncumulative preferred stock. 
Under such conditions, the accurate deter- 
mination of periodic income becomes a 
matter of crucial importance. Contractual 
equities such as corporate bonds generally 
carry interest at a definite rate which must 
be paid whatever be the amount of income, 
but income bonds, interest on which is con- 
tingent on income earned, will suffer loss 
in case income is insufficient. For the labor 
factor, although salaries and wages are 
generally fixed by terms of employment, 
especially for the lower rank employees, 
there are not infrequently systems of com- 
pensation in force which are in part based 
on the amount of periodic income, such 
as profit-sharing or bonus plans. In view 
of the possibility of periodic change of em- 
ployment, accurate determination of pe- 
riodic income again assumes considerable 
importance from the standpoint of dis- 
tribution. Land rent, while in the nature of 
a surplus according to economic theory, is 
seldom paid in proportion to the income of 
a specific business enterprise. However, it 
is not impossible for rent to be paid on the 
basis of revenue received or volume of 
business done; there are instances in which 
tenants on agriculture land agree to pay 
to the landlord a certain portion of annual 
produce. In business practice, royalties on 


mineral land are sometimes calculated on 
a periodic revenue basis. 


Accounting and Social Cooperation 


Finally, consideration of the significance 
of accounting in a free economy seems in- 
complete without some evaluation of its 
contribution to social cooperation. An out- 
standing characteristic of a free economy 
is free initiative, but initiative on the part 
of business enterprise is induced primarily 
by the prospect of economic gain. Not all 
activities calculated to advance human 
well-being, however, carry such prospect 
or should be made the object of economic 
gain. There are activities which can not be 
sustained by pure economic considerations 
but which are very essential to human 
life and progress, such as those relating to 
security, education, social welfare, etc. 
These in general represent governmental 
functions which are carried on in a demoe- 
racy through elected representatives; we 
can therefore think of government as a 
form of cooperation to undertake all 
measures for collective well-being. A 
government does not render its service for 
a price but depends on public contribution 
in the form of taxes, the most important 
of which are taxes on income and profit. 
While income and profit taxes are not 
levied according to services received by 
each business enterprise or individual, 
they are nevertheless contributions to sup- 
port activities of social cooperation in 
spite of the fact that contributions are 
largely involuntary as far as each taxpayer 
is concerned. Equally important as the 
question of equity of tax legislation is the 
question of equity of specific tax assess 
ment; accounting obviously has a signi- 
ficant contribution to make in this connec- 
tion. At the same time, the government in 
collecting taxes and spending the money 
for various activities, acts in a fiduciary 
capacity; complete accounting is essential 
for the government to render its report of 
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stewardship to the people. Only thus can 
3 democratic government be assured of 
continued support by the people and can 
the people maintain suitable control over 
the activities of the government. This 
istrue, fundamentally, of all forms of civic 
organizations as well as private institu- 
tions, which carry on work for cooperative 
welfare. 

Further, in the field of business, there 
are certain classes of enterprises which 
carry on economic production of a special 
character and require governmental regu- 
lation. These include such enterprises as 
water, electricity, gas, and other com- 
panies which are essentially monopolistic 
and whose rates and standards of service 
closely affect the interest of the public. In 
some countries or communities, these serv- 
ices are undertaken by the government, 
but more usually they are operated by 
private enterprises subject to governmen- 
tal regulation. These enterprises are known 
as public utilities and regulation is justi- 
fed on the ground of their public char- 
acter. In other words, they are more or less 
cooperative undertakings with private in- 
vestment and operation, to insure operat- 
ing efficiency. But they are not to be used 
as sheer objects of private gain, and in 
order that a fair return may be earned on 
private investment while a good standard 
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of service is maintained at reasonable 
rates, accurate accounting must be kept 
of investment, revenue, and cost as bases 
for determining whether the interests of 
the investors and of the public are both 
adequately protected. 

In an important sense, moreover, ac- 
counting contributes to cooperation by 
increasing industrial solidarity. One of the 
chief problems of industrialization is the 
growth of a feeling of cleavage between 
employers and employees and an = ever- 
present possibility of misunderstanding 
over questions of compensation, hours of 
work, and other related matters. As a re- 
sult, interruption of production is often 
precipitated with loss to all concerned. 
Usually misunderstanding arises from 
failure on the part of employees to appre- 
ciate the real condition of the business 
enterprise. Consequently, in many indus- 
trial establishments today an attempt has 
been made to secure the representation of 
employees on management committees 
and to supply their representatives with 
accounting reports so that they may un- 
derstand the financial position of their 
enterprise. This is clearly an effective way 
of eliminating much of the suspicion be- 
tween labor and management and a step 
in the direction of establishing a firm basis 
for genuine cooperation. 
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THE TWO FACES OF ACCOUNTING 


Wm. L. Rasy 
Assistant Professor, University of Arizona 


and events involving a specific eco- 

nomic entity. This economic entity 
is of concern, in different ways, to its man- 
agement, its stockholders (or other own- 
ers), its long and short-term creditors, its 
employees, and various regulatory and 
taxing bodies. All except the regulatory 
and taxing bodies (and, in a policy-making 
sense, even they) are more concerned with 
the future of the entity than with its past. 
The past is important as it affects specific 
obligations (such as liability for income 
taxes), but is primarily important as it 
foreshadows the future. 

The accountant, who functions as a liai- 
son between the entity and these groups, 
must thus stand, like the Roman god 
Janus, looking two ways at once. He must 
(1) report the past, and he must (2) inter- 
pret the past so as to throw light on the 
future. The basic question before us, in 
this article, is can he both report the past 
and interpret it at the same time? 

To even understand our basic question, 
we must first explore some related topics. 
What is the entity? What is the nature of 
its relationship to management, stock- 
holders, creditors, employees, etc.? What 
does the accountant now report on the 
past, and in what manner? 


A CCOUNTING deals with the transactions 


REALITY OF THE ECONOMIC ENTITY 


Is there, for practical purposes, such a 
thing as the economic entity? Or is it 
merely an accounting fiction, a handy 
representation, adopted only because of 
its convenience?! In strict logic, we cannot 
prove its reality. But in strict logic, we 
cannot even prove our own. Instead, we 
say with the philosopher, “I am because I 
am.” 
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An economic entity is basically an ego. 
nomic relationship among persons. The 
literal-minded may say that a relationship 
cannot give rise to “something that haga 
real and separate existence.’”” We can only 
reason here by analogy. 

Does a family exist? Does your family 
exist? I think so. Mine does. Does a lange 
accounting firm exist, in a sense other than 
being merely a fictitious representation? 
Or even a smaller firm? I think it does, 
Mine does. Yet an accounting firm is only 
a relationship among persons. Is there 
really such a thing as a lathe? Or is a lath 
just an assembly of parts? Ask any m- 
chinist. 

Somehow, in the family or in the ac 
counting firm or with the lathe, the whole 
is greater than the sum of the parts. That 
this is so is indicated by the fact that any 
of the individual parts can be, and in time 
will be, changed or replaced, and yet the 
family or the firm or the lathe will goo 
without interruption and without abrupt 
change in basic characteristics. 

No, I think we can make a case for the 
statement that the entity is real, is some- 
thing greater than merely the sum of its 
parts. It is the combination of the parts 
in such a manner as to give the parts pur 
pose and meaning, and thereby it trans 
forms the parts and makes them compo 
nents of a whole. As Peter Drucker says, 
“A product can only be made if the opers- 
tions and motions of a great many ind: 
viduals are put together and integrated 
into a pattern. It is this pattern that is & 


1 For a history of the possible evolution of the oa 
cept of accounting entity, see -hejh/, Accounting 
Evolution to 1900, especiall especially page 

2 Definition of “entity,” Thoradihe Barnhart Com 
prehensive Desk Dicisonary, 1954. 
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ually productive, not the individual.’* This 
“pattern” is the ‘‘thing”’ we mean when we 
speak of an economic entity. It is, because 
our own experience recognizes it as exist- 
ing; just as we are, because our own ex- 
perience recognizes us as existing.‘ 


NATURE OF THE ECONOMIC ENTITY 


An economic entity, then, is an aggregate 
of assets, directed by human intelligence 
and effort, committed to, and engaged in, 
an economic undertaking. By assets we 
mean property and rights in property, 
whether real or personal, tangible or in- 
tangible. Economic activity is carried on 
through the medium of transactions, which 
are exchanges of goods and/or services for 
aconsideration. By an economic undertak- 
ing, we mean the application of assets, in 
combination with human intelligence and 
effort, towards the consummation of trans- 
actions that are related in terms of con- 
tributing to a common objective. 

Accounting, in turn, “is the art of re- 
cording, classifying and summarizing in a 
significant manner and in terms of money, 
transactions and events which are, in part 
at least, of a financial character, and inter- 
preting the results thereof.’ Accounting 
must obviously be done from the view- 
point of the economic entity involved in 
the transactions. It must deal with the 
transactions, or with the events (such as a 
fire and its resultant loss), involving the 
economic entity. 

Since the entity’s nature is that it is a 
pattern of relationships (of assets to assets, 
of assets to sources of assets, of assets to 
claims against assets, of assets to people, 
of people to people, etc.) the entity exists, 
as a specific entity, only as a going con- 
cern. When it ceases to be a going concern, 
there is such a radical change in the pat- 
tern that it no longer is the same entity. 
The fact that the entity exists, means by 
definition that there is an objective. But 
the ABC Co. in liquidation is an entirely 
different pattern of relationships, based on 
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a different objective, than is the ABC Co. 
which is still oriented to the manufacture 
and distribution of widgets. 


ENTITY TRANSACTIONS 


The transactions of an entity have sig- 
nificance, basically, as they relate to the 
changes they create in the pattern of the 
entity. These relationships are not, so far 
as the entity itself is concerned, value 
relationships. The assets of an entity are of 
‘“‘value”’ to the entity only in use, only to 
the extent that they contribute to its ob- 
jectives. Their value to the entity is deter- 
mined at the time they make their con- 
tribution. To the extent they have not 
yet made their contribution, the entity it- 
self has no need for setting a valuation on 
them. 

What the entity does have is a need for 
some technique that can be used for keep- 
ing track of the complex relationships that 
are its essence. To do this job, it uses 
money as a symbol (“‘in terms of money”’). 
Money is a symbol of the consideration 
involved in a particular transaction. 

Thus, if the entity engages in a transac- 
tion in which it trades an old truck (carried 
in money symbolism on the books at $500) 
plus $1300 in cash for a new truck, to the 
entity the new truck is now symbolized by 
$1800. As portions of the truck’s useful 
life are used up, portions of the symbolic 
$1800 will be removed from the asset ac- 
count. It matters not to the entity that 
the exchange value of the truck may be 
more or less than $1800. Its exchange 
value will be determined for the entity as 
the portions of the truck produce revenue 
in the process of being used up.® 

Recording of transactions in terms of 


3 Peter F. Drucker, The New Society, 1950, p. 22. 

4 But for a contrary point of view on the reality of 
the entity, see Paton and Paton, Corporation Accounts 
& Statements, 1955, pp. 2, 3 and 6. 

5 AICPA, Research Bulletin No. 9, Mav, 1941, v. 67. 

® But the question may aptly be raised regarding 
current assets as to whether their exchange value and 
their —— symbolism are not, or should not be, the 
same’ 
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money is, then, a convention of symbolic 
representation, and not basically a valua- 
tion method at all. The monetary conven- 
tion is a logical, but not necessarily inevita- 
ble, method of solving the problem of try- 
ing to keep track of relationships which are 
fundamentally not homogeneous, in an 
objective and understandable manner. It 
is a by-product of the existence of the 
entity as a going concern. And thus only 
where the objective of the entity is liquida- 
tion must the symbolic representation 
logically be in terms of realizable value. 

A transaction, we said, is an exchange 
of goods or services for a consideration. 
Stockholders in a corporation exchange 
current purchasing power for a right to re- 
ceive possible distributions of future pur- 
chasing power, and for the right to exer- 
cise a certain degree of control over the en- 
tity. Other investors similarly exchange 
current purchasing power for possible fu- 
ture purchasing power (interest and princi- 
pal), and often for a certain degree of con- 
trol (see the many provisions of the aver- 
age long-term loan agreement or bond in- 
denture). Employees give their services in 
exchange for current purchasing power 
(plus, sometimes, possible future purchas- 
ing power). Suppliers give materials and 
equipment in exchange for current pur- 
chasing power. Customers give current 
purchasing power in exchange for mer- 
chandise and/or services. These are all 
transactions—the exchange of goods or 
services for a consideration. : 

Thus, in an undertaking of any size or 
complexity, the entity is not, as we so 
often seem to assume, merely an “agent” 
for the stockholders. From the transaction 
viewpoint, on the contrary, no one “owns” 
an economic entity. Instead of owners, 
there are various sources of entity assets, 
there are various persons who are party to 
different types of related transactions with 
the entity. 

The transactions of the entity can be 
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divided into two main categories: (1) 
Those transactions directly or indirectly 
connected with the incurring of costs; ang 
(2) transactions with, directly or indirectly, 
the consumers of the entity’s goods o 
services. 

Costs are the money expression of the 
consideration given for goods or services, 
Thus, the entity acquires assets from 
stockholders and creditors in order that it 
may exchange those assets for goods or 
services (cosis). Some of these costs are 
applicable to current operations, such as 
most of wages paid, while some are at least 
partially applicable to future operations, 
such as equipment purchased. 

In the transactions with consumers, the 
entity is exchanging the goods or services 
produced as a result of using costs up, for 
a consideration. If the costs used up exceed 
the consideration, the entity will find its 
assets decreasing. In time, if the situation 
continues, the entity will find impaired its 
ability to produce goods or render services 
for consumers. 

The focus of the entity must, therefore, 
be on the transactions with the consumers 
—not on the relationship of the entity to 
any of the various parties which comprise 
its essence. They are of the essence of the 
entity, but the consumer is the entity's 
purpose, just as musk is the essence of 
many perfumes, but illusion is their pur 
pose. 


MANAGEMENT AND THE ENTITY 


Since there is no real owner of the eco 
nomic entity, but instead an entity itself, 
which maintains relationships with various 
(and usually conflicting) groups, the re 
sponsibility of management (which is the 
entity’s governing group) must be not to 
any one of these groups but to the entity 
itself. This is in the long-run best interests 
of all of the groups. Since the entity's 
focus, the economic reason for its existence, 
is to render goods or services to consumefs, 
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this must also be management’s focus. 

The responsibilities of management are, 
therefore, two in number: (1) To maintain 
the economic strength of the entity so that 
it may continue to function into the in- 
definite future, and (2) to maximize its 
ability to produce goods or render services 
(ie., to fulfill the entity’s purpose in even 
existing). These are not responsibilities of 
management to the stockholders, nor to 
creditors, nor to its employees, nor to soci- 
ey as a whole. They are management’s 
responsibilities to the entity. 

In discharging these two related respon- 
sibilities, management must take into ac- 
count the realities of the groups through 
which and by which alone it can function. 
The entity must have sources of equity 
capital, and so stockholders become a 
factor. The entity must have debt capital, 
and thus creditors enter. Without assets, 
in other words, the entity, by definition, 
cannot exist. These assets must originate 
outside of the entity itself, and therefore 
must be obtained in transactions between 
the entity and outsiders. 

Management itself cannot utilize assets. 
It can plan their utilization, coordinate 
their utilization, control their utilization. 
But management can only plan, coordi- 
nate, and control the utilization of assets 
by people. Without the people, the entity 
cannot perform its function. Without the 
facilities of the entity, in our complex 
economy, the people (including manage- 
ment itself) are unable to function. A 
financial vice-president, for example, can- 
not function without an entity for which to 
obtain assets and for which to plan their 
utilization. 

Government, stockholders, creditors, 
and workers (including management itself) 
all represent claimants to the assets flow- 
ing through the entity. Part of manage- 
ment’s job is to see that none of these 
groups get more than is necessary to allow 
the entity to serve the consumer (i.e., to 
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fulfill its function). (Since management is 
one of the claimants to the assets, this cre- 
ates a premium on integrity in manage- 
ment.) 

From another standpoint, all these 
claimants represent costs. Since, at any 
given moment, there will be a limit on the 
aggregate costs which the entity can sus- 
tain, the interests of these groups will usu- 
ally appear conflicting—and probably are, 
in fact, conflicting in the short run. And we 
all live in the short run. But they all have 
one interest in common. They are, con- 
sciously or not, and in varying degrees it is 
true, as involved in the long-run economic 
health of the entity as is management it- 
self. Part of management’s, not the ac- 
countant’s, job is to convey to manage- 
ment’s “partners” the mutuality of their 
interests, in meaningful terms. 


ACCOUNTING AND THE ENTITY 


The accountant can function in at least 
two ways relative to the entity: 

1. He can provide objective entity data. 
The parties whose relationships make up 
the essence of the entity must have, in or- 
der to make decisions or plans involving 
the entity, basic entity data on which they 
can rely and from which they can proceed, 
with supplementary data, in making what- 
ever interpretations they need. 

2. He can be an interpreter. The parties 
involved with the entity may need expert 
assistance in interpreting the entity data 
and supplementary information in the light 
of their individual needs. Management, for 
instance, needs to think in terms of the 
long-term economic position of the entity, 
taking into account replacement costs of 
plant and equipment, competitive position, 
etc. This need of management’s has helped 
create the modern concept of controller- 
ship. Short-term creditors are interested in 
the entity’s ability to generate cash, etc. 

The accountant is the expert in the field 
of symbolic presentation of the results of 


(1) 
ctly 
and 
tly, 
Or 
the 
ces, 
rom 
at it 
Or 
are 
as 
east 
ons, 
the 
ices 
for 
eed 
its 
ion 
its 
ices 
ore, 
ers 
to 
rise 
the 
ty’s 
> of 
ur- 
C0- 
self, 
lous 
re- 
the 
t to 
tity 
ests 
ty’s 
nce, 
ers, 


456 


entity transactions. As such, he has so far 
done a good job of keeping separate the 
functions of reporting and interpreting, 
even though he has not always clearly dis- 
tinguished between the two nor understood 
why they must be separate. He has, from 
time to time, tended towards absorbing the 
function of decision. He does this, uncon- 
sciously and easily, by passing on those 
facts which he thinks important and bury- 
ing those which are unimportant. This is as 
much interpretation as writing three para- 
graphs appraising management’s perform- 
ance, or stating that the company is earn- 
ing a satisfactory rate of return on its total 
assets. He can also accomplish the same re- 
sult in reporting by shifting from the en- 
tity viewpoint reflected in the accounting 
records to the viewpoint of one of the 
groups involved in the entity—usually the 
stockholders. And he can, although this is 
rarer, actually inject interpretation into the 
auditor’s report. Such slips are facilitated 
by the fog of confusion surrounding both 
accounting reports and the accountant’s 
opinion on them. 

A report is a description of something 
which has happened. The accounting re- 
ports summarize the effect, on the various 
relationships involved in the entity, of the 
transactions and events which have taken 
place. But to communicate a description, 
there must be a language. The language of 
accounting involves the use of money as a 
symbol. By contrast, the language of trade 
involves the use of money as a medium of 
exchange. In this difference between money 
as symbol and money as a medium of ex- 
change lies a great source of confusion 
among accountants and non-accountants 
as to the meaning and usefulness of ac- 
counting reports. 


REPORTING V. INTERPRETING 


The interpretation of a report is differ- 
ent than the making of a report. The eye- 
witness reports that she saw the defendant 
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shoot the deceased. The district attorney 
interprets this report to the jury, and re. 
ommends a certain decision. Fortunately, 
the jury is presented with two opposing 
interpretations. Those dealing with the en. 
tity have no such built-in safeguard. 

For a report to obtain credence among 
informed, intelligent persons, it must have 
certain characteristics. The person making 
the report should be capable of accurately 
reporting that which is reported on. Thus, 
we cannot obtain from a blind man a report 
of what he saw, though his report of what 
he heard may be of more value than an 
ordinary person’s. 

We must make sure that the person mak- 
ing the report is speaking a language which 
we understand. When he speaks Spanish, 
which we do not understand at all, we 
quickly realize the need for an interpreter. 
Sometimes we also need an interpreter in 
English, for although the words used may 
sound familiar to our ears, their meanings, 
at least as intended, may be foreign to ou 
minds. 

We want to know that our reporter has 
no personal interest in the matter. He cares 
not, in his reportorial self, what interpreta- 
tion we make of his account. If he hasa 
personal interest, we discount the veracity 
of his report accordingly. Thus, a news 
paper which carries its editorial policy over 


into its news stories tends to create a scep § 


ticism among its discriminating readers, 
even though its personal interest in slant 
ing the news is intellectual, or emotional, 
rather than financial. 

The interpretation of a report, on the 
other hand, is an open field. Interpretation 
involves viewpoint. The witness presents 
her report. Both district attorney and de 
fense attorney interpret the report, and 
from different viewpoints. 


ACCOUNTANT’S REPORTS 


These requirements of any report apply 
to an accounting report. (1) The persona 
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testing to the report must be capable of 

ting a reliable report. This is why we 
have such a title as “Certified Public Ac- 
countant.” (2) The person attesting to the 

should have no personal interest in 
the matter. This is a major reason for the 
rules of professional conduct of the Ameri- 
can Institute of CPA’s. They handle the 
more obvious areas of personal interest, al- 
though they cannot cope with the emo- 
tional or intellectual quirks of the CPA, 
which can as fully affect his objectivity as 
they can affect a newspaper’s. (3) Finally, 
the person attesting to the report should be 
seaking a language which is understand- 
able to the person receiving both the report 
and the attestation. 

In his “opinion” the independent ac- 
countant says, “the accompanying finan- 
cial statements present fairly the financial 
position of the XYZ Co. at December 31, 
1957, and the results of its operations for 
the year then ended, in accordance with 
generally accepted accounting principles 
applied on a basis consistent with that of 
the preceding year.” While addressed to 
either the stockholders, the directors or 
both, this is the accountant’s opinion on 
the accounting reports of the entity itself. 
tis his opinion on the basic historical rec- 
ord made available to government, stock- 


§ holders, creditors, and workers, and from 
& which they will, each from his own point of 


view, presumably make interpretations re- 
lated to the particular information they 
want. 


ACCOUNTING PRINCIPLES 


What are the “generally accepted ac- 
counting principles” which the accounting 
reports are prepared in accordance with? 
That phrase, says George O. May, “is widely 
used today in cases in which it is not ap- 
propriate because there is no source from 
which even a general idea of the principles 
adopted can be gained.”? We don’t even 
know what sense of the word “principle” is 
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being used. Many of us assume it means a 
basic rule or law inherent in the nature of 
the subject itself. But Mr. May, chairman 
of the committee which a quarter of a cen- 
tury ago adopted the phrase, seems to have 
consistently maintained that what the com- 
mittee had in mind was “A general law or 
rule adopted or professed as a guide to ac- 
tion ; a settled ground or basis of conduct or 
practice ...,” which is not nearly the 
same thing.® 

Thus, many of us would say that ‘‘Cost”’ 
is a principle of accounting, derived from 
the nature of the entity and its character- 
istic as a going concern, combined with the 
use of money as a symbol and the need for 
preparing periodic reports. We would say 
that fifo inventory valuation is a proce- 
dure in which the cost principle is applied. 

Therefore, if the phrase which is now 
“generally accepted accounting principles” 
is to have the meaning which Mr. May 
ascribes to it, it should be reworded to 
something like “generally accepted ac- 
counting procedures.” This will not auto- 
matically make a list of such procedures 
available, but certainly the major proce- 
dures followed by a given entity could be 
made a part of all audit reports covering 
that entity. The search for principles could 
go on, but with the aim of being used as the 
touchstones against which the procedures 
of a given entity could ultimately be tested. 


FINANCIAL POSITION 


The accountant’s opinion also refers to 
the statements being a “fair” presentation 
of the “financial position” of the company, 
determined in accordance with the afore- 
said principles. This is explained by the 
AICPA as follows:* ““The value of many 
items in financial statements cannot be 


a. 2. May, Journal of Accountancy, January, 
1958, p. 24. 

8 Geo. O. May, Journal of Accountancy, December, 
423. 

® AICPA, 40 Questions and Answers about Audit Re- 
ports, p. 11. 
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measured exactly ...no one can be in a 
position to state that a company’s financial 
statements ‘exactly present’ financial posi- 
tion... .” 

What, though, is ‘‘financial position’’? 
In A Dictionary for Accountants, Kohler 
says that it is “The impression conveyed 
by presenting the assets and liabilities of 
an enterprise or other person in the form of 
a balance sheet.” This is the implication in 
the use of the term by most writers, al- 
though Paton points out, “... there are 
many factors which have an important 
bearing upon both the immediate and long- 
run financial standing of an enterprise that 
are not represented in the position state- 
ment, however well prepared.”!° From that 
standpoint, financial position would appear 
to be related to the present value of the en- 
tity’s future earning power, and this is 
probably the meaning of the term more 
closely approaching non-accountant usage. 
But to an accountant, “financial position” 
appears generally to merely mean the same 
thing as “balance sheet.” 

Since the normal “‘financial statements” 
on which an opinion is being expressed are 
the balance sheet and the income state- 
ment, and since “financial position’”’ means 
merely “‘balance sheet,” the literal sense of 
the accountant’s opinion is: “. . . the ac- 
companying balance sheet . . . fairly pre- 
sentsthebalancesheetoftheXYZCo. .. .” 

This becomes even less meaningful when 
the AICPA explains, “The value of many 
items in financial statements cannot be 
measured exactly. .. .” Presumably, in an 
explanation written for the layman, words 
can be assumed to be used in their common 
meaning. The pertinent possible common 
meanings of “value” are: “the real worth; 
proper price; power to buy; estimated 
worth.” But this is not at all what we mean 
by “value” in accounting. We mean, bas- 
ically, unexpired cost. In preparing entity 
accounting reports, there is no attempt 
made to determine ‘“‘value” in any such 
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sense as the meanings quoted above, } 
are not, in reporting, trying to estima 
value, measure it exactly, or do anything 
else with it." It is only in interpreting a. 
counting reports that value becomes a fa. 
tor. And then “value” is conditioned jp 
meaning by the specific point of view fron 
which the interpretation is made. 


SUGGESTED ACCOUNTANT’S OPINION 


Perhaps our opinion paragraph could k 
reworded to something like the following 
which is closer to what we think we are say. 
ing: 

“The accompanying accounting state 
ments fairly present the company’s cash, 
its rights to cash, the unexpired costs ofits 
other assets, and the sources of the assets 
as of December 31, 1957; and the resultsoi 
the transactions and other events involy. 
ing the company for the year then ended; 
determined in accordance with generally 
accepted accounting practices within th 
company’s industry, applied on a basis.co- 
sistent with that of the preceding year.” 


REPORTING AND INTERPRETING 


The accounting statements are summ* 
rizations reflecting, from an entity vier 
point, the transactions and events thit 
have transpired. They are not in them 
selves interpretations, although many a 
countants and more non-accountants 
tend that they should be. As to their not 
being interpretations, Gilman comments 
“It is only when the task of interpreting 


10 Paton, Essentials of Acc 

* But this is apparently not the view of some 
accountants as witness the use of the phrase “...! 
more fairly reflect the economic truth of the operate 
of the corporation” in the opinion section of one aut 
tor’s report (p. 49, Journal of Accountancy, Januan, 
1958); and the dual opinion used by one national ® 
counting firm (Arthur Andersen & Co.) that the stat 
ments both present fairly the financial position and@ 
erating results amd are prepared in accordance Wi 
generally accepted accounting principles (as to 
latter, see Carman Blough’s comment on page 
Journal of Accountancy, March, 1958). : 

The pro} wording reflects suggestions 
by Professor Fred Bogart, University of Arizona. 
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scounting figures is faced that the conven- 
tion of dollar valuation causes trouble. 
Sych interpretation is always from the 
omership, legal, or credit viewpoint, never 
fom that of the entity. From the entity 
viewpoint, valuation offers no problem of 
diverse statistical orders.’ Not only 
does the entity have no need for valuation 
data, but the groups involved with the en- 
tity have need for such different types of 
valuation data that it is likely that state- 
ments prepared on a valuation basis satis- 
factory to one group’s needs would not only 
be of doubtful usefulness to the other 
groups, but would be highly suspected by 
them. 

Samuel J. Broad says, “It is not the ac- 
countant’s task to prescribe the viewpoint 
from which the interested party looks at 
the financial statements....The view- 
point is that of the reader and the purpose 
isto furnish him with information neces- 
sary for an intelligent understanding of the 
situation.”"* It would seem then that the 
first thing is to give the reader the basic en- 
tity information, from the viewpoint of the 
entity, in such a manner that he under- 
stands what he is getting and can thereby 
determine what additional information he 
wants in order to meet his own peculiar 
needs. 

The accountant is quite justified in at- 
tempting to anticipate any such wanted in- 
formation, and he is justified in providing 
such entity information as part of his audit 
report when he is willing to assume re- 
sponsibility for its reliability. In providing 
such data in an audit report, he should 
avoid attempts at interpretation. It is im- 
portant that the data be clear, pertinent, 
identified as to source, and their limita- 
tions spelled out. Entity data, otherwise 
available from no other source, are what we 
are talking about. Thus a conversion of 
sales for the past ten years into common 
dollars based on the entity’s own price 
structure and sales mix would be includ- 
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ible, whereas statistics of the Bureau of 
Labor Statistics, generally available to 
anyone, would not be. Wages, prices paid 
for raw material, a presentation of equip- 
ment by acquisition date and depreciation 
status, data on the fair market value of in- 
ventories and on inventory pricing policies, 
comparison of performance with plans, all 
these bits of information, and many more, 
are pertinent to interpretation of the ac- 
counting reports and are normally not 
available elsewhere. By providing them, 
and vouching for their authenticity as data, 
the accountant does a real service. It is my 
opinion that he has a positive duty to pro- 
vide such information. Perhaps a major 
problem of the future will be the devising 
of minimum standards for reporting such 
supplementary data. 

This is not therefore a contention that 
the accountant has no place in interpreta- 
tion. On the contrary, his over-all function 
is three-fold: 

1. To provide an objectively determined 
historical record of the results of the trans- 
actions and events involving the entity, 
prepared from the point of view of the en- 
tity. This is not as simple as it may sound. 
First, the statements are, at least theoret- 
ically, prepared by management and not 
by the independent accountant. His func- 
tion is to express an opinion as to their fair- 
ness of presentation. If the statements are 
actually to reflect an entity point of view 
only, then they must not reflect a manage- 
ment point of view. Management must do 
its interpretation of the entity data else- 
where. Secondly, there is a strong tradition 
in accounting to the effect that the state- 
ments embody the point of view of the 
stockholder.” The influence of the British 
company acts and their viewpoint of pro- 


4S. Gilman, Accounting Concepts of Profit, 1939, p. 


4 Journal of Accountancy, September, 1957, p. 37. 

 E.g., footnote 1, page 1, Accounting Concepts and 
Standards Underlying Corporate Financial Statements, 
1948 Revision, American Accounting Association. 
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tecting the stockholder on American audit- 
ing has apparently been substantial, in 
spite of the fact that the needs of this cen- 
tury are far different than the needs of 
1844, and the needs of 1958 are even dif- 
ferent than those of 1932. The stockholder 
is only one of the parties validly concerned 
with entity data, and the need is now at 
least as much information as protection. 

2. To provide, without interpretation, 
all supplementary data which might rea- 
sonably be useful to any of the various 
parties making use of the accounting re- 
ports in their adaptation of the entity 
point-of-view embodied in the accounts to 
their own point of view. This is not as 
simple as it seems, either. The very process 
of determining which entity data might be 
useful in making interpretations involves 
selection and rejection, which are them- 
selves a form of interpretation. 

3. To assist in interpreting both entity 
data and any other available data from the 
point of view of any of the various parties 
involved. 

If the accountant is to be accepted as in- 
dependent, and his opinion on the basic 
accounting reports is actually to be ac- 
cepted as relatively unimpeachable within 
its own framework, then this third function 
of interpretation must be separated from 
the related functions of reporting the effect 
of entity transactions and providing sup- 
plementary entity data. We must, in our 
reporting function, in effect voluntarily 
blind ourselves in order that our report of 
what we hear may obtain credence. 


CONCLUSION 


Accounting is concerned with economic 
entities. These entities actually have real- 
ity, in the sense that they are patterns 
which exist independently of their parts. 

From the viewpoint of the entity, which 
is the viewpoint embodied in the accounts, 
accounting presents no questions of valua- 
tion, of worth. Money is only a symbol. 
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From the viewpoint of persons dealing 
with the entity, money is not a symbol 
only, but is a medium of exchange anda 
measure of worth. 

From the viewpoint of the entity, ac. 
counting is historical only. The entity dogs 
not plan—it only acts. From the viewpoint 
of persons dealing with the entity, ac. 
counting data are most useful only as they 
throw light on the probable pattern of the 
future—and by each such person, both the 
present and the future are differently con- 
templated. 

The accountant deals, therefore, with 
two aspects of accounting: 

1. Reporting on the past; 

2. Interpreting the past so as to throw 
light upon the future. 

Reliance on the accountant’s independ- 
ence and objectivity in reporting on the 
past has played a substantial part in mak- 
ing possible our present complex industrial 
civilization, in spite of a serious degree of 
confusion (and, perhaps, disagreement) as 
to what accounting reports, and the ac- 
countant’s opinion on their fairness, ac- 
tually represent. 

If the profession is to avoid losses of con- 
fidence on the part of the various interests 
making use of accounting reports, it would 
seem essential that greater clarity of mean- 
ing must be achieved in our communica- 
tion—both to others and to ourselves. 
There is a constant temptation to any ex- 
pert to censor the data he handles, or to 90 
present it that its “correct” interpretation 
is obvious. The more esoteric his concepts, 
the greater the temptation. This tempta- 
tion assails accountants from time to time, 
as does the related temptation to over- 
emphasize the significance of one’s field. 

The accounting statements of an entity, 
accompanied by the opinion of an indepent- 
ent public accountant, are not significant 
in themselves. They are significant only a 
they provide to the reader certain bas 
data upon which the reader can rely. From 
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this base data, the reader can proceed, in 
conjunction with other data, in making the 
interpretations which relate to his own re- 
lationship or proposed relationship to the 
entity. In making such interpretations, the 
reader may well find it desirable to utilize 
the services of an accountant—as an in- 
terpreter, though, not a reporter. 
Accounting reports are prepared from 
the point of view of the entity, although 
there are elements of both a managerial 
point of view and a stockholder point of 
view in the arrangement made of the data. 
There is, though, no such thing as inter- 
preting accounting data from the point of 
view of the entity. To the extent that the 
entity has a point of view, it is embodied in 
the historical accounting record itself. The 
minute the point of view of stockholders, 
bondholders, creditors, employees, man- 
agement, regulatory bodies, or any other 
person or group is substituted, the point of 
view of reporting is abandoned. Only one 
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viewpoint can be maintained at any given 
moment. To the extent maintained, it is 
maintained to the exclusion of the other 
points of view from which the entity may 
be interpreted. Only the entity point of 
view, because of its very limitations, can 
be maintained objectively. 

Therefore, audit reports of independent 
public accountants, while they should offer 
data useful for interpretation, should re- 
frain from engaging in interpretation. 
Effort should be devoted to making clear 
what the accounting reports actually pre- 
sent, and the meaning of the accountant’s 
opinion on their fairness of presentation. 
Interpretation should be recognized as a 
clearly separate area and should concen- 
trate on comparison of performance with 
plans, the impact of plans for the future on 
the future, and the impact of the past on 
the future. The Roman god Janus could 
look both ways at once. It is doubtful that 
accountants can. 
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tion, the numbers of new Associate Memberships are reported by schools. Theg 
include all applications processed by our Secretary’s Office during the period of 


ASSOCIATE MEMBERSHIPS 


Fé THE INFORMATION of teaching members of the American Accounting Associa. 


August 25, 1958 through April 15, 1959 from schools with ten memberships or more. 


i Carroll University (349) 
aSalle Extension University (187) 
University of Miami (159) 


Bentley School of Finance 


Drake University 
Fairleigh Dickinson University 


Mississippi State University 


Michigan State University 
Pennsylvania Military College 


Bryant College 
DePaul University 
Husson College 
Miami University 


C. W. Post College 

Fort Hays Kansas State College 
Franklin & Marshall College 
Howard University 

Kansas State Teachers College 
Los Angeles State College 
Louisiana State College 

McGill University 

North Texas State College 


Alfred University 

Ashland College 

Bellarmine College 

Brooklyn College 

Canisius College 

Catawba College 

Clark University 

Columbia University 

Earlham University 

Everett Junior College 

Fenn College 

Florence State Teacher’s College 
Florida State University 
George Washington University 


Howard F. Green School of Ac- 


counting 


Over 100 Members 


Indiana University (148) 
University of California at Los 
Angeles (146) 


70-80 Members 
City College of New York 


60-70 Members 
University of Illinois 


50-60 Members 
Pace College 


40-50 Members 


San Jose State College 
University of Arkansas 


30-40 Members 


Mississippi Southern College 
University of Buffalo 
University of Cincinnati 


20-30 Members 


Ohio State University 
Quincy College 

Rutgers University 

Seton Hall University 
University of Alabama 
University of California 
University of Denver 
University of Massachusetts 
University of Michigan 


10-20 Members 


Indiana State Teachers College 
International Accounting Society 
Tona College 

Kansas City Junior College 
LaSalle College 

Long Island University 


Louisiana State University in New 


Orleans 
Loyola University 
Morris Harvey College 
Northeastern University 
Northwestern University 
Pennsylvania State University 
Sacramento State College 
St. Mary’s University 
St. Norbert College 
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New York University (109) 
Temple University (108) 


University of Iowa 


University of North Carolina 


University of Texas 
Western Reserve University 


University of Detroit 
University of Missouri 
University of Pittsburgh 


University of Minnesota 
University of North Dakota 
University of Puerto Rico 
University of South Dakota 
University of Utah 
University of Washington 
University of Wisconsin 
Villanova University 
Wayne University 


San Diego State College 


Southern Methodist University 
Southwest Missouri State College 


Tennessee Wesleyan College 
University of Baltimore 
University of Chicago 
University of Colorado 
University of Kansas City 
University of New Mexico 
University of Oklahoma 
University of Omaha 
University of Pennsylvania 
University of San Francisco 
University of Scranton 
Walton School of Commerce 
Waseda University 
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THE TEACHERS’ CLINIC 


GLen G. YANKEE 


Eprror’s Note: This section of Taz AccounTING Review is devoted to matters of particular interest to account- 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounting 
education, or dealing with techniques of accounting instruction, is invited. Address all correspondence to Glen G. 
Yankee, School of Business Administration, Miami University, Oxford, Ohio. 


AN INTRODUCTORY COURSE IN THE FIELD OF 
ELECTRONIC DATA PROCESSING 


James D. J. Hotmes 
University of Mississippi 


The University of Mississippi is ex- 
tremely fortunate in having a computer 
installation comprised of the IBM 650 and 
auxiliary equipment. A course in electronic 
data processing was established in the 
School of Commerce and Business Ad- 
ministration in February, 1959. The course 
is entitled Business Data Processing, and 
carries three semester hours credit. It is be- 
ing offered at the junior level to any stu- 
dent having a minimum of nine hours of 
accounting. Since the majority of students 
in the School are required to take nine 
hours of accounting, no particular major 
field of study is precluded from participa- 
tion in the course. 

For the first offering of this course an 
attempt was made (with considerable 
success) to have as many major fields rep- 
resented as possible. In this first offering 
the number of students enrolling in the 
course was purposely restricted so that 
emphasis could be placed more upon proper 
development of the course than upon work- 
ing with students. Demand for this first 
offering far exceeded the restrictions that 
Were established. It is expected that de- 
mand will be greater in September, 1959, 
when the course will be offered for the sec- 
ond time. 

Returning to the course itself, the title 
Business Data Processing was chosen be- 
Cause the course covers manual and 
punched card data processing as well as 
EDP. Therefore, it was felt that any refer- 
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ence to electronics in the course title could 
be misleading. Based on the assumption 
that not only accounting but other fields 
would be represented in the student en- 
rollment, it appeared that the introductory 
portion of the course should be similar to 
the systems course required of all account- 
ing majors. It is believed that the student 
will have a better background for the com- 
puter portion of the course if he has first 
been grounded in manual and punched 
card systems. Also, it will insure that all 
students will be exposed to an equal 
amount of material regarding manual and 
punched card systems. Therefore, in the 
first phase of the course, the student will 
be introduced to general methods of man- 
ual processing of business paper. 

In the second phase of the course the 
student is introduced to punched card 
methods of processing data. There is some 
discussion of various types of punched card 
equipment, but there is no emphasis placed 
on the technical workings of the machines. 
Also an attempt is made to rationalize the 
use of mechanical equipment by comparing 
applications as they would be handled 
manually with the same applications using 
punched card equipment. This second 
phase, in itself, can serve as a replacement 
for course work in machine accounting 
(punched card systems) now being taught 
in various schools. 


1 This article was written in February, 1959 at 
which time class work in the course commenced. 
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The third and major portion of the 
course is concerned with actual electronic 
data processing. The student is introduced 
to EDP with an historical sketch leading 
from the abacus up to present-day com- 
puters. At this time a machine demonstra- 
tion is arranged showing a business applica- 
tion such as payroll preparation, as well 
as a game such as three dimensional tick- 
tack-toe with the student playing against 
the computer.’ The demonstration and the 
game seem to stir the student’s interest in 
the course and computers in general. With 
this introductory material the impact of 
EDP on various facets of the economy is 
discussed. 

Following the introductory material the 
student studies the various components 
making up a computer installation, i.e. in- 
put, control, logic and arithmetic, storage, 
and output. With this material the student 
is instructed in language of the computer. 
This discussion of language does not ex- 
tend very deeply as the majority of stu- 
dents in the School of Commerce do not 
take mathematics beyond college algebra. 
The binary system and its present-day 
modifications comprise the major portion 
of the information given in regard to lan- 
guage of the computer. 

Lectures on programming the 650 are 
given during this third phase. Approxi- 
mately three weeks of classroom work and 
extra laboratory sessions follow in which 
the student will program very simple busi- 
ness problems in basic machine language. 
The more advanced programming tech- 
niques such as SOAP, For transit, and Bell 
will not be considered during this course. 

After programming, the following points 
will be developed: (1) points to consider be- 
fore buying or leasing EDP equipment, (2) 
scheduling of machine time, (3) adminis- 
trative problems experienced inintroducing 
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computer systems, (4) the place of the dat; 
processing section in a business organiza. 
tion, and (5) integrated data processing, 

To my knowledge there is no textbook 
in the usual sense of the word available ip 
the field of electronic data processing 
However, there are a number of informa. 
tive reference works. Among these is Ax 
Introduction to Automatic Computers by 
Chapin* which we are using as a combina. 
tion text and reference manual. Also, refer- 
ence material is provided on a reserve basis 
in the library. Class lectures do not follow 
Chapin’s book, and have been prepared 
from several sources.‘ Students are strongly 
encouraged to read Chapin, however, as 
well as material on reserve. In addition 
IBM has made available various descrip- 
tive bulletins which are distributed to the 
students coincident with classroom discus- 
sion of material covered in the bulletins. 

One can always benefit from discussion 
with others. Therefore, I would welcome 
any inquiries from those planning a cours 
in EDP, or suggestions from those whos 
plans have been developed further than my 
own. 


2 Students in this first semester will also have an 
opportunity to observe a management game demon- 
strated. 

* Ned Chapin, An Introduction to Automatic Comput- 
ers (Princeton, New Jersey: D. Van Nostrand Com- 
pany, Inc., 1957). 

‘ Richard G. Canning, Electronic Data Processing for 
Business and Industry (New York: John Wiley & Sons, 
Inc., 1956). 

Richard G. Canning, Installing Electronic 
Processing Systems (New York: John Wiley & Sons, 
Inc., 1957). 
a & Sells, Data Processing by Electronics, 


Haskins & Sells, Introduction to Data Processing, 


1957. 

Gardner M. Jones, Electronics in Business, Michigan 
State University, 1958. : 

George Kozmetsky and Paul Kircher, Electrom 
Computers and Management Control (New York: Mc 
Graw-Hill Book Company, Inc., 1956). 

Charles N. Moore, Thomas N. Humble, and H. 
Chapman, Electronics in Business Management, Univet- 
sity of Alabama, 1956. 
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THE PROFESSION’S RESPONSIBILITY IN 


ATTRACTING STUDENTS 


KENNETH W. PERRY 
University of Illinois 


According to a recent issue of The Occu- 
pational Outlook Handbook’ the number of 
students graduating from college each year 
in the field of accountancy declined be- 
tween the years 1950 and 1954 by nearly 50 
per cent. We are currently witnessing the 
continuation of this trend, and while it is 
perhaps not as drastic as during the 1950- 
54 era, it is nevertheless significant. It 
would appear that one of the primary rea- 
sons for this decline is the time period in 
which we are living—an age which tends to 
glamorize the scientific curriculum with a 
concomitant deglamorization of the non- 
scientific. Paradoxically the need for quali- 
fied accountants has never been greater 
than at the present time. With demand far 
exceeding supply the prospect of this situa- 
tio continuing, and even worsening, 
should give cause for deep concern and 
even alarm. Consequently, in this era of 
“orbiting satellites,” ‘‘intercontinental 
ballistic missiles,” and ‘‘pentomic armies,” 
we of the accounting profession must face 
facts and recognize that it is up to us to 
find ways to attract our share of students, 
especially good students. 

As this writer sees it the profession has 
one basic responsibility in this area—to 
sl the accounting profession wherever and 
whenever possible, either directly or in- 
directly, to potential students. It is the 
opinion of this writer that, generally speak- 
ing, we as accountants do a less than ad- 
¢quate—as a matter of fact, a very poor— 
job of selling the profession to this group. 
If we of the profession fail in this respect, 
how can we expect to get the job done? 
atainly others are not going to do it for 
us! 

We must wake up and realize that we are 
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in direct competition with other profes- 
sions, and if we are to attract our share of 
high caliber students we must be ever alert 
for opportunities to sell our own profession. 
The fulfillment of this responsibility calls 
for a merger of the academic and prac- 
tical. Each one of us, whether academician 
or practicing accountant, must sell the pro- 
fession whenever and wherever possible. 
Each of us must carry his share of the load 
if we are to get the job done. A “let George 
do it” approach will not suffice. 

Selling opportunities are ever present— 
in the high schools, on college and uni- 
versity campuses, in the community, and 
throughout the state and nation. Although 
the following discussion is not intended to 
be exhaustive, it is nevertheless indicative 
of what might be done in (1) the high 
schools, and (2) the colleges and univer- 
sities, with the same general approach 
applicable elsewhere. 


High Schools 


Most of us after having completed high 
school have a tendency to lose contact with 
the schools. This is unfortunate not only 
from the standpoint of the profession but 
also from that of the entire educational 
system. We as accountants have something 
to contribute, and one of the ways we can 
best sell our profession is to inspire con- 
fidence and respect for the accountant and 
his work both in the school and the com- 
munity. 

We should, whenever possible, support 
the schools by actively participating in such 
organizations as schools boards, PTA’s, 


1 The Occupational Oullook Handbook, 1957 (Wash- 
- ington, D. C.: United States Printing Office, 1958), p. 32. 
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and scout groups. In addition we should 
make every effort to get better acquainted 
with the staffs and faculties, become aware 
of their problems, and assist them wherever 
possible. For example, it has come to the 
attention of this writer, as chairman of the 
American Accounting Association’s Com- 
mittee on Accounting Careers, that there is 
a dire need on the high school level for in- 
formation regarding opportunities for high 
school graduates. This need has been evi- 
denced by the receipt during the past few 
months of hundreds of requests not only 
for Young Eyes on Accounting, the career 
pamphlet published by the Association in 
cooperation with the American Institute of 
Certified Public Accountants and the In- 
stitute of Internal Auditors, but also by 
the desire expressed by high school faculty 
members to be placed on the Association’s 
mailing list for any subsequent mailing of 
material of this kind. The high schools are 
endeavoring to do the best job possible, 
but they need help—help which we can 
give them if we take the time and effort to 
get better acquainted with them and their 
problems. 

Whenever possible we should support 
and, on occasion, sponsor student organiza- 
tions such as Future Business Leaders of 
America. FBLA, sponsored nationally by 
the National Education Association, has 
more than 1,500 chapters throughout the 
country. Each chapter is sponsored locally 
by a teacher in the school and one or more 
persons from the community—business- 
men, representatives of civic groups, local 
chambers of commerce, and the like. Or- 
ganizations of this nature not only provide 
excellent opportunities for us as account- 
ants to contribute to the educational 
process but also provide avenues for selling 
our profession to high school students. 

In addition to supporting the high 
schools in general and student organiza- 
tions in particular, we should also welcome 
the opportunity to participate in career- 
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day activities and other student meetings 
when called upon. Participation may range 
all the way from the giving of a talk to the 
obtaining of handout material for the sty. 
dents; in any case, we should not pass up 
the opportunity to be of service. In this 
way we will not only assist in selling the 
profession but also contribute to the over. 
all educational process. 


Colleges and Universities 


Although much of the selling job should 
have been accomplished before the student 
arrives on a college or university campus, 
there are nevertheless many opportunities 
here for additional selling. This is especially 
true in schools where students do not select 
their major fields of concentration until the 
sophomore or junior year. However, even 
in those where the major is selected priorto 
or shortly after enrollment, much effective 
selling may be carried out if properly ap- 
proached. Again the following discussion is 
not intended to be exhaustive but only in- 
dicative of what might be done on college 
and university campuses. For discussion 
purposes the activities are viewed from the 
standpoint of what (1) the academic, and 
(2) the nonacademic member can do. 

Academic Members. The classroom, of 
course, provides the academic member with 
one of his best opportunities for selling the 
profession. However, Professor Lanham? in 
his article in the June, 1958, issue of The 
Journal of Accountancy implies that we as 
teachers frequently fail to take advantage 
of this opportunity. It is his opinion that 
too often we present accounting as a dull, 
listless routine, rather than as the dynamic, 
creative process it actually is. It is hoped 
that this is the exception rather than the 
rule, but in the event that Professor Lan- 
ham is correct in his belief, the situation 
must not be allowed to continue. We must 


2J. S. Lanham, “The Attraction and Selection d 
Accounting Personnel,” The Journal of Accountant), 
June, 1958, p. 70. 
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teach accounting not as if it exists in a 
yacuum, but rather on the basis that it is 

of, and cannot be segregated from, the 
gcial whole. In the classroom we must 
ever be conscious of the fact that we are 
“glesmen’’ and as such must sell our prod- 
uct (accounting) to the utmost. To do this 
the accounting teacher not only must be 
technically competent, but he must also 
radiate interest and enthusiasm in his sub- 
ject. 

The elementary courses, especially in 
shools where nonaccounting majors are 
required to take some courses in account- 
ing, are often excellent places to “sell.” Al- 
though many students come to the campus 
with definite plans, a large number have 
not yet decided on their major field of 
study. This latter group can frequently be 
sold on accounting if the instructor does an 
adequate job in the elementary courses. It 
is the opinion of this writer that some of 
the best instruction should be in these 
beginning courses—all too often advanced 
undergraduate and graduate teaching is 
emphasized to the detriment of these basic 
courses. 

In addition to the college or university 
classroom, we as academic members must 
also do everything possible to sell the pro- 
fession elsewhere on the campus. It is up 
to us to increase the prestige of the profes- 
sion here as well as in the campus com- 
munity. In his article Professor Lanham* 
indicates that accounting teachers are not 
held in particularly high esteem by faculty 
members in other areas of business and 
economics, much less in other departments 
on the campus. Again it is hoped that this 
isthe exception rather than the rule, but if 
such a situation exists, it must be cor- 
rected. If we cannot sell the profession to 
our own colleagues, it will be doubly diffi- 
cult to make an impression elsewhere. 

We as academic members should not 
hesitate to carry our share of college and/or 
university assignments—assuming respon- 
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sibility in this area aids in the development 
of prestige for both the accounting depart- 
ment and the accounting profession. We 
should also help and encourage our stu- 
dents to develop into campus leaders. 
Their recognition and prestige may result 
in the attracting of other students to the 
field; after all nothing succeeds like success. 
Our students should be encouraged to par- 
ticipate in such organizations and activities 
as student senates, student councils, and 
student newspapers whenever and wher- 
ever appropriate. 

In similar vein we should put forth every 
effort to see that our outstanding students 
receive deserved recognition. Too often we 
fail to take advantage of the fact that we 
do have many superior students in ac- 
counting. For example, in the 1958 grad- 
uating class at the University of Illinois 
seventy-two students were honored by 
having their names engraved on the Bronze 
Tablet (the highest scholastic recognition 
offered by the University). Nine of the 
seventy-two so honored were accounting 
majors. Many accounting students also not 
only excel scholastically but are outstand- 
ing in other areas of campus life. The Col- 
lege of Commerce at the University of 
Illinois annually recognizes ten outstand- 
ing commerce graduates, basing the award 
not only on scholastic achievement but on 
other activities as well. Six of the ten so 
recognized in 1958 were accounting majors. 
Too often we as accountants take a passive 
attitude, even a negative approach, to- 
ward accomplishments of this nature, 
when in reality today’s competitive posi- 
tion in which we find ourselves requires a 
positive outlook. Let’s not hide our light 
under a bushel! We must abandon the in- 
troversive attitude and make our accom- 
plishments and those of our students 
known. 

Nonacademic Member. Although the non- 
academic member does not have exactly 
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the same occasions for selling the profes- 
sion on college and university campuses as 
does the academic member, he neverthe- 
less has a variety of opportunities. He 
need only to look for them and recognize 
them when they appear. For instance, he 
can do a lot of selling by actively partici- 
pating in such campus activities as (1) ca- 
reer conferences, (2) accountancy club and 
Beta Alpha Psi meetings, and (3) sym- 
posiums. He can also do a lot of selling 
when on the campus in the role of “re- 
cruiter.” 

Most colleges and universities annually 
conduct career conferences of one kind or 
another in order to help students prepare 
for future college study and to obtain up- 
to-date information regarding job opportu- 
nities. Speakers from all areas are invited 
to present their respective fields. Members 
of the profession, whether academic or 
nonacademic, should welcome the opportu- 
nity to sell the profession when called upon 
to participate in these conferences. 

Many accounting departments sponsor 
accountancy clubs or Beta Alpha Psi 
chapters, or both. These organizations usu- 
ally have a planned program of speakers, 
many of whom come from outside the 
academic ranks. A favorable impression 
left by a guest speaker at one of these 
meetings spreads around and cannot but 
help to sell the profession. 

At least one public accounting firm in 
recent years has been conducting a sym- 
posium on some college campuses. The 
symposium, consisting of an afternoon, 
dinner, and evening session, presents many 
facets of the accounting profession to in- 
terested college students, and since the 
firm as a rule underwrites the dinner, stu- 
dents are usually interested. If the sym- 
posium is well organized and presented in 
an interesting fashion, as the one referred 
to here has been, a lasting impression is 
made upon the students who attend, and 
they in turn may influence others. 
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In addition to selling the profession at 
student meetings of one kind or another 
the nonacademic member also has an ex. 
cellent opportunity to sell the profession 
when on the campus in the role of recruiter, 
Some recruiters all too often appear to be 
concerned only with selling their particular 
organization to a particular student, rather 
than with selling the profession to every. 
one possible. Granted, their primary pur- 
pose for being on the campus is to attract 
students to their own organization, never- 
theless their actions while in the recruiting 
process can have a much broader effect. 
For instance, an unprofessional attitude by 
a recruiter toward a particular student may 
have widespread repercussions and as a re- 
sult cause irreparable damage to the pro- 
fession. The student in question may bea 
leader in his particular house, dormitory, 
or group, and as a consequence he may be 
able to influence a large number of stu- 
dents, students who may or may not have 
selected a major. Consequently, the pro- 
fession has nothing to gain whatsoever ifa 
given recruiter is rude, crude, or unprofes- 
sional in any way in his contact with 
students. This is true regardless of how 
justified his actions might be in any given 
situation. However, if he is always the 
gentleman, ever the professional man, he 
can sell the accounting profession even 
when rejecting a particular student. 


Conclusions 


In conclusion it should perhaps be re 
iterated that in this writer’s opinion the 
profession’s primary responsibility in the 
area of attracting students is basically one 
of “selling.” We of the accounting profes 
sion must sell our product (accounting) 
whenever and wherever the occasion pre 
sents itself, if we are to attract our share of 
students. We must be ever on the alert for 
the occasion, because it might present it 
self in a high school, on a college or uli 
versity campus, in the community, or else 
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where in the state or nation. 

Although much of the current trend to- 
ward the study of scientific curricula is a 
direct result of the time period in which we 
are living we must realize that we cannot 
hold back the frontiers of time. Neither can 
we as accountants exist in a vacuum. We 
must recognize that from the standpoint of 
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attracting students we are in direct com- 
petition with other professions and must 
act accordingly. We can do the job if each 
of us will do whatever we can whenever 
the occasion presents itself. A “let George 
do it’’ approach, however, will not get the 
job done. 


THE RATIO AND PROPORTION METHOD OF PREPARING A 
PROGRAM OF PRIORITIES FOR CASH DISTRIBUTION IN 
PARTNERSHIP LIQUIDATION 


A. THEODORE MUELLER 


Widely-used currently-published ac- 
counting texts suggest several methods of 
setting up a priority payment program 
together with a schedule showing the al- 
location of cash in accordance with a pro- 
gram for proper distribution of such cash 
when a partnership is being liquidated by 
installments. Back files of THE ACCOUNTING 
REVIEW present most such methods; see 
for example: 

Elmer R. Young, “Controlling Installment 
Distributions to Partners in a Liquidating Part- 
nership,” Vol. XXIV, Oct. 1951, p. 555-9. 

W. Tate Whitman, “Liquidation of Partner- 
ships in Installments,’”’ Vol. XXVIII, Oct. 1953, 
p. 576-7. 

Wilton T. Anderson, ‘Master Schedule for 
Partnership Dissolution—Installment Basis,’ 
Vol. XXX, Jan. 1955, p. 139-44. 

Harry Simons, “Priority Program Approach 
to Partnership Liquidation by Installments,” 
Vol. XXX, April 1955, p. 344-7. 


The author has been unable to find any 
record of the use of ‘‘ratio and proportion” 
to treat this problem, hence this paper is 
written to point out how such a solution 
ispossible. To illustrate this method, before 
going to a more complicated problem, let 
it be assumed that partners A and B have 
capital accounts of $30,000 and $25,000 
tespectively and a profit-and-loss ratio of 
15% and 25%. 

It is well known that if the capital ac- 
counts are not in their profit-and-loss ratio 


at the time of liquidation, one partner must 
receive a certain amount of cash, made 
available from asset realization, before the 
other can participate in any cash distrib- 
uted. By comparing one partner’s capital 
and profit-and-loss ratio with those of the 
other, it is possible to determine the 
amount of cash one partner must receive 
before any cash may be distributed to the 
other. For comparison, the following pro- 
portion can be stated: 
A’s profit %:A’s Capital: :B’s Profit %:X 
75%:$30,000: :25%:X 
(This is read as follows: 75% is to $30,000 as 25% is to X) 


The solution indicates that X equals 
$10,000. From this it can be deduced that 
B must receive the first $15,000 (B’s capi- 
tal, $25,000, minus $10,000 as calculated) 
cash in order to reduce his capital to 
$10,000, at which point the two balances 
are in the profit-and-loss ratio. After B re- 
ceives the first $15,000, the balances of 
their capital accounts are $30,000 and 
$10,000. These figures are in the profit- 
and-loss ratio of 75% to 25%, and the two 
partners will share any further distribu- 
tion of cash in this ratio. 

Now to expand this problem and assume 
a partnership with four capital accounts 
and profit-and-loss percentages as follows: 


Partner A, $18,000, 
B, $16,000, 
C, $20,000, 2 
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First, it is necessary to digress a bit to 
determine the maximum firm loss which 
each partner could absorb in terms of his 
present capital. This is done by dividing 
each capital balance by its related profit- 
and-loss percentage. The following are 
determined: 
Partner A, $18,000 divided by .30 equals $ 60,000 
B, $16,000 divided by .20 equals $ 80,000 


C; $20,000 divided by .20 equals $100,000 
D; $27,000 divided by .30 equals $ 90,000. 


From this calculation it can readily be 
seen, in case of a total loss of all the firm 
assets, which partner would be the first to 
lose all of his capital, but it also indicates 
the order in which the partners would re- 
ceive cash—C has priority over D; D and 
C over B; and B, C and D over A. 

By the ratio and proportion method, D’s 
percentage and capital amount (the part- 
ner with the second highest loss absorption 
ability) can be compared with C’s capital 
amount and percentage (the one with the 
highest loss absorption ability) and it can 
be determined what the capital amount of 
C would be if it were in the profit-and-loss 
ratio with the capital amount of D. The 
problem is stated in this way: 

D’s profit %:D’s capital: :C’s profit %:X 
30%: $27,000: :20%:X 

By solution X equals $18,000. This cal- 
culation shows that C’s capital should be 
reduced to $18,000 in order to bring it 
down to the 20% profit-and-loss percent- 
age when compared with D’s 30%, with 
capital of $27,000. The difference between 
C’s capital amount of $20,000 and the 
$18,000 as calculated ($2,000) is the 
amount of cash C must receive before D 
(also B and A) may receive any. After the 
first $2,000 cash is distributed to C, then 
C’s capital is reduced to $18,000, and C 
and D’s capital accounts are in their profit- 
and-loss ratio, namely 20:30. Note that 
these two will share any future cash distri- 
butions in this relative proportion. (See the 
Program of Priorities which follows.) 
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Now to compare the two partners with 
highest priorities after partner C: 
B’s profit me %:X 
By solution X equal $24,000. Thus Ds 
capital should be reduced to $24,000, toa 
point where it and B’s capital balance are 
in the profit-and-loss ratio. The difference 
between D’s capital amount of $27,000 and 
the $24,000 as calculated ($3,000) is the 
amount of cash D must receive before B 
(and A) may receive any. But partner C 
must also receive cash in his relative profit- 
and-loss percentage at the same time that 
partner D gets casn. Therefore, if D with 
a 30% share gets $3,000, partner C witha 
20% share must receive $2,000. Thus D 
and C together will receive the next $5,000 
before any cash can be paid to B. (See the 
Program of Priorities which follows.) 
Now, if it is assumed that cash is dis 
tributed as calculated above—that C re. 
ceived the first $2,000 and, of the next 
$5,000, C received $2,000 and D $3,000, 
then the capital accounts of B, C and D 
would stand as follows: 
B, $16,000 
C, $16,000 
D, $24,000. 
These three amounts are in their profit- 
and-loss ratio, namely 20:20:30, and these 
three partners will receive any future cash 
distribution in this ratio. 
Now to compare the two partners with 
highest priorities after partner D: 
A’s profit %:A’s capital: :B’s profit %:X 
30% :$18,000: : 20%: X 
By solution X equals $12,000. This calcula- 
tion shows that B’s capital should be re 
duced to $12,000 before A will share in 
any distribution of cash. Since B’s capital 
is now $16,000, the difference of $4,000is 
the amount of cash B will receive before 
any distribution can be made to A. How 
ever, if B receives cash, partners C andD 
must also. As stated above, the capital ac 
counts of these partners, B, C and D, are 
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PROGRAM OF PRIORITIES FOR CASH DISTRIBUTION IN PARTNERSHIP LIQUIDATION 


partners’ Profit Sharing Percentages............... 
Partners’ Capital 


Allocation I 


B Cc D 
20% 20% 


Balances (C and D in profit-and-loss ratio). ... 


Allocation IT 
Next $5,000 goes toC and D.................4. 


Balances (B, C and D in profit-and-loss ratio)... 


Allocation ITT 


Balances (all in profit-and-loss ratio)........... 


$18,000 $16,000 $20,000 00 
2,000 

$18,000 $16,000 $18,000 $27,000 

2,000 3,000 

$18,000 $16,000 $16,000 $24,000 

4,000 4,000 6,000 

$18,000 $12,000 $12,000 $18,000 


(This method eliminates the need to work with “loss absorption balances” in the preparation of the program.) 


in their profit-and-loss ratio of 20:20:30; 
so, any cash distribution to these three 
must be made in this ratio. Thus B will get 
$4,000 before A receives any cash; but C 
must also receive $4,000 and D must re- 
ceive $6,000 before there can be a distribu- 
tion to A. In the distribution of cash, a 
total of $14,000 will go to partners B, C 
and D before A is entitled to any. 

With such a program to show the prior- 
ity rating of the partners, it is easy to con- 
strict a schedule to show the allocation of 
cash in accordance with the program of 
priorities. Below is such a schedule when it 
isassumed that cash is made available for 
distribution at various times in the follow- 
ing amounts: $1,000, $3,500, $13,000, and 
$8,500. 

Now if it is assumed that these amounts 
of cash have been distributed, and the 
capital accounts of B, C and D are reduced 
by the amount distributed, the capital ac- 
counts are in their profit-and-loss ratio 
(see the Program of Priorities above), so 
that if any cash is realized after this, it 
will be distributed to A, B, C, and D 
in their profit-and-loss ratio, namely 
30:20:20: 30. 

From the above data a Program of 
Priorities for Cash Distribution in Partner- 


ship Liquidation can be prepared as shown 
above. 

Just after the Balance of Allocation III 
($3,500) was paid to B, C, and D, the 
schedule shows that B, C, and D had re- 
ceived totals of $4,000, $8,000, and $9,000 
respectively. By subtracting these amounts 
from their respective starting capital 
amounts their balances are: 

A, $18,000 

B, $12,000 

C, $12,000 

D, $18,000. 
Their capital amounts are in their respec- 
tive capital ratios of 30:20:20:30, and 
any further distribution of cash, as shown 
by the final distribution of $5,000 in the 
schedule, will be made in the partners’ 
profit-and-loss ratio. 

It may be interesting, as well as helpful, 
to note that the payments and alloca- 
tions can easily be followed on this sched- 
ule. The line showing the total payment 
to date will agree with the amount of cash 
made available for distribution. By com- 
bining amounts in the section ‘‘Payments 
to Partners,”’ the allocation of funds can be 
traced to, and found to be in accord with, 
the Program of Priority of the funds—the 
first $2,000 to C; the next $5,000 to B and 
C; and the next $14,000 to B, C, and D. 
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PARTNERS A, B, C, AND D 


ALLOCATION OF CASH IN ACCORDANCE WITH PROGRAM 


OF PRIORITIES FOR 


CASH DISTRIBUTION 


Procedural Information 


Payments to Partners 


A B é D 
First Instalment, $1,000: 
Second Instalment, $3,500: 
Balance of Allocation I to C.................... $ 1,000 1,000 
Balance of cash on hand of $2,500 to C and D in 
2,500 1,000 $ 1,500 
Third Instalment, $13,000: 
Balance of Allocation II to C and D............. $ 2,500 1,000 1,500 
Allocation ITI to B, Cand $14,000 
Balance of $10,500 cash on hand to B, C, and D 
$3 ,000 $7,000 $7,500 
Fourth Instalment, $8,500: 
Balance of Allocation III to B, C, and D......... $ 3,500 1,000 1,000 1,500 
Balance of $5,000 to A, B, C, and D in ratio of 
5,000 $1,500 1,000 1,000 1,500 


(Any further distribution of cash would be made in the profit-and-loss ratio.) 
* In actual practice, actual dates would be used when payments were made, and the preparation of sucha 


schedule would progress as payments are made. 


AN APPROACH TO ELEMENTARY ACCOUNTING FOR 
NON-BUSINESS STUDENTS 


RICHARD S. PERRY 


University of California, Los Angeles 


Three movements among colleges and 
universities now threaten the lives of all 
lower-division courses in business admin- 
istration. The first is the return to an un- 
dergraduate program dominated by the 
liberal arts courses; the second, comple- 
menting the first, is the postponement of 
all professional education until the upper- 
division or preferably the graduate years; 


the third is the elimination of all courses 
which are “pre-judged” as occupational 
and vocational in objective. 
Elementary accounting, the foundation 
course for practically all curricula in busi 
ness administration, appears to be directly 
in the path of these three movements. Ifit 
is to survive the onslaught, it may have to 
undergo some drastic revisions. The alter 
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native, of course, is to join the ‘‘panic” and 
ride out the storm. One solution to the 
problem is to redesign the course so it will 
better fit the pattern of education de- 
manded by those behind the three above- 
mentioned movements. 

Realizing that curricula should be con- 
stantly revised in terms of the changing 
needs of college students, the author of this 
investigation examined rather closely the 
objectives of the elementary accounting 
course and compared these objectives with 
the needs of the students who take either 
one or both semesters of the course. The 
findings indicate that a large proportion of 
college students who enroll in the usual 
elementary course, especially those who 
take only the first semester course, would 
benefit more from a one-semester course 
in which emphasis is placed on the under- 
standing of financial data and the funda- 
mentals of corporate accounting. 


A LOOK AT THE PROBLEM 


The course in elementary accounting at 
the college and university level draws its 
students from many fields of study. Al- 
though there is a diversity of interests 
among these students, the interests of the 
business majors can be clearly differen- 
tiated from those of non-business majors. 
Whereas the business majors plan to use 
their accounting knowledge directly in 
their professions, the non-business majors 
have no such plans. Because the interests 
of each group are different, the needs of 
each group are also different. 

During the fall semester, 1958, 346 stu- 
dents at the University of California, Los 
Angeles, enrolled in elementary accounting 
(see Table I). Of these students, only 73, 
or 21.1 per cent, indicated a desire to major 
in accounting. Another 39.6 per cent were 
pre-business majors who did not intend to 
specialize in accounting. The remaining 
students were non-business majors; they 
comprised 39.3 per cent of the total en- 
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rollment in elementary accounting. These 
students became the subject of this study 
for two basic reasons: their major interests 
were outside the field of professional busi- 
ness management and their needs were not 
met by the present elementary accounting 
course, particularly the first semester of the 
year course. It should be noted that 28.1 
per cent of those enrolled in the elementary 
accounting course were required, as non- 
business majors, to take at least one semes- 
ter of the year course, The remaining non- 
business majors, 11.2 per cent, elected to 
take the one semester course. 

ENROLLMENTS IN ELEMENTARY ACCOUNT- 

ING CLASSIFIED ACCORDING TO STUDENT 
MAJOR, UNIVERSITY OF CALIFORNIA, 


LOS ANGELES 
(Fall Semester, 1958) 


Major Number Per Cent 


Business Administration—non- 
_ 137 39.6 


quiring at least one semester of 

Non-Business Administration— 

electing one semester of account- 


NON-BUSINESS MAJORS 


The non-business majors who were re- 
quired to take at least one semester of ele- 
mentary accounting came from such de- 
partments as business education, apparel 
merchandising, economics, home econom- 
ics, political science, and public administra- 
tion. Those who took the course as an elec- 
tive were from departments of sociology, 
history, agriculture, mathematics, educa- 
tion, and psychology. The variety of in- 
terests represented by these areas of 
specialization did not appear to coincide 
with the objectives of the present ele- 
mentary accounting course. This fact be- 
comes more apparent when one examines 
the probable needs of the non-business 
major. 
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NEEDS OF NON-BUSINESS MAJORS 


The needs of non-business majors in an 
elementary accounting course may be 
classified as personal, socio-economic, and 
general education for business. 


Personal 


Those who take the course to satisfy per- 
sonal needs use accounting constantly in 
handling their income and expenditures. 
They apply the principles of elementary 
accounting to simple activities such as 
writing a check and making a family budg- 
et, and to more complex activities such as 
filling out an income tax return. These per- 
sonal objectives, however, are probably 
only a secondary importance in their study 
of accounting. 


Socio-Economic 


In discussing the socio-economic needs 
of non-business majors who take elemen- 
tary accounting, the following definition of 
economic should be kept in mind: 
“‘Economic—of or pertaining to the management 
of the affairs of a government or community with 


reference to its source of income, its expenditures, 
the development of its natural resources, etc.’ 


A knowledge of accounting aids in the 
understanding of our economic environ- 
ment. A student needs a background in ac- 
counting to grasp the significance of the 
finances and control of business organiza- 
tions (the most significant business or- 
ganization in our economy being the cor- 
poration), of government, of churches, 
and of social organizations; all are im- 
portant to the continuation of the Ameri- 
can economy. 


General Education for Business 


The non-business majors will come in 
contact with business terminology because 
it pervades every walk of life. Since ac- 
counting has often been referred to as the 
“language of business,” a basic under- 
standing of accounting is needed by all 
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who wish to communicate intelligently in 
a world of business. An understanding of 
accounting assumes, also, an ability to in. 
terpret accounting data, something which 
is requisite to efficient operation in ap 
economic environment based upon the 
profitable exchange of goods and services, 
Moreover, if the contribution of an ip. 
dividual to society is rewarded in terms of 
a monetary profit, a knowledge of account- 
ing will enable him to measure such profit 
or loss and to examine the source of that 
profit or loss. 


THE PRESENT COURSE 


Now that the general needs of the non- 
business students of elementary accounting 
have been set forth, the next step is to 
point up selected areas in the content of 
the present course (including the practices 
required of the students) which do not ap- 
pear to be in agreement with the needs of 
these non-business majors. The textbook 
used in elementary accounting is the best 
source of information concerning the sub- 
ject matter presented in the course. 

The plan followed by most elementary 
accounting textbooks shows an emphasis, 
in the first semester, on accounting as re 
lated to the single proprietorship and 
partnership forms of organization. The 
second half of the textbook, treated in the 
second semester, emphasizes accounting as 
it relates to the corporation. Since this 
study revealed that a significant numberof 
non-business majors take only the first 
semester course in elementary accounting 
and that their primary objective is to gain 
an understanding of the operation of the 
principal type of business organization in 
our economy, there is reason to expect that 
this need will not be met in a one-semester 
course. The corporation, the most signif- 
cant form of ownership, receives no attet- 
tion in the first semester course. 


1 Webster's New Collegiate Dictionary (Springfield: 
G. & C. Merriam Company, 1956), p. 927. 
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Acloser look at the content of the ele- 
mentary course shows an emphasis on the 
training of accountants. Skill in the purely 
technical aspects of accounting seems to be 
stressed. Moreover, when these technical 
aspects are evaluated in the light of the 
previously mentioned needs of the non- 
business majors it becomes obvious that 
the present course is not directed toward 
these students. A discussion of some of the 
subject matter-and activities in the present 
course as related to these objectives fol- 
lows: 

1) Assignment of considerable practice of 
a repetitive nature. It is conceded that the 
non-business major must have a certain 
amount of practice before he can learn 
and understand the accounting process, 
but does he need the same amount of prac- 
tice and the same degree of skill in the 
technical aspects as does the accounting 
major? Example: Extensive practice work 
in posting, balancing, and ruling the ledger 
accounts. 

2) Presentation of alternative methods of 
handling one accounting procedure. A 
knowledge of all methods and procedures 
used is not required for understanding the 
basic or fundamental accounting theories. 
Example: Alternative methods of handling 
accrued and deferred items and alternative 
methods of handling the exchange of a 
fixed asset due to income tax and financial 
accounting conflicts. 

3) Introduction of many activities which 
contribute to the professional knowledge of 
the accountant. Although such activities are 
of extremely limited application in prac- 
tical affairs and rarely occur in the business 
world, all are taught in order to give ade- 
quate training for those who aspire to the 
profession of accountancy. Example: Using 
ambiguous account titles which the student 
must analyze and distinguish such as (1) 
Reserve for Bonded Indebtedness and (2) 
Reserve for Bond Sinking Fund. These two 
accounts refer both to a reserve and to an 
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appropriation account in the capital sec- 
tion. The second one, however, might be 
mistaken for an investment account in the 
assets section. 

Professor Myer recognized this problem 
and summed up the present course offer- 
ings in accounting as follows: 

“The emphasis in the usual accounting curricu- 
lum has been to a large extent in this direction 
(the training of accountants) and various of the 
courses are overloaded with material which is of 


value only to those seeking to pass a certified 
public accounting exam.’” 


Based on this brief discussion, it appears 
that the technical emphasis in the ele- 
mentary accounting course both in text 
and application does not meet the basic 
needs of the non-business major. 


SUGGESTIONS FOR THE PROPOSED COURSE 


Before a discussion of the proposed 
course is begun, it should be noted that the 
present year course in elementary account- 
ing meets the basic needs (personal, socio- 
economic, and general education for busi- 
ness) of the non-business majors as far as 
general coverage of content is concerned. 
Not all, however, take the full year course. 
Although only 39 per cent of the enrollees 
in the elementary accounting courses 
would have been eligible for enrollment in 
the proposed one-semester course, it is 
assumed that with the changes in course 
description, content, and methods of pres- 
entation this percentage would increase 
significantly. 

The one-semester course planned for the 
non-business student should be presented 
concisely, excluding superfluous material 
such as the technical aspects, the repetitive 
practice, and the professional accountant’s 
problems which are included in present 
one-year elementary accounting courses. 
The basic accounting theories and con- 


2 John N. Myer, “(Management Accounting,” Jour- 
ot a] Business Education, XXII (December, 1951), 
p. 168, 
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cepts, accounting terminology, and sound 
groundwork in methods should be con- 
tinued in this course. 

This conciseness, however, should not be 
sought at the expense of adequacy. It must 
be remembered that the non-business stu- 
dents plan to use accounting as part of 
their general education for life in a world 
of business. Accounting should contribute 
to this general background by emphasizing 
the important aspects of our business and 
economic world, especially the corporate 
form of organization. 

A course in elementary accounting de- 
signed specifically for the non-business 
major, excluding the subjects which are of 
benefit only to those who plan to use ac- 
counting in their profession, would def- 
initely meet their needs better than the 
present year course being taken by all who 
wish experiences in accounting. 


PLAN OF ACTION 


Assuming that those who are interested 
in accounting curricula favor the introduc- 
tion of a one-semester elementary ac- 
counting course for the non-business 
majors on the collegiate level, they must 
now initiate the leadership which will 
culminate in the establishment of such a 
course. Chances are good that the most 
difficult problem will be that of apprising 
college administrators of the need of this 
special course. Below are four suggested 
steps the accounting faculty should con- 
sider: 

1) Initiate an investigation, similar to 
this one. If the results indicate that a large 
percentage of the students take only the 
first semester of elementary accounting, 
then the instructor can proceed to the 
next step because the number who would 
enroll is large enough to warrant a special 
course. 

2) Change the title and description of 
the course so that it will not be excluded 
from the accepted liberal arts curricula be- 


cause it suggests vocational or profes. 
sional endeavor. ‘Elementary Account. 
ing,” which is much too descriptive could 
be changed to ‘Accounting in a Free Ep. 
terprise System” or “Evolution of A¢. 
counting Theory in the United States.” 
Such titles will quiet the nerves of the most 
avid supporter of liberal arts for the 
liberally educated. 

3) Design a detailed outline for a one. 
semester course for the non-business 
majors. To aid the accounting instructor in 
formulating such a course outline, the au- 
thor suggests that the following subjects 
be included, but perhaps in disguise: 


Evolution of Numerical Analysis 

Growth and Development of Single and Double 
Entry Bookkeeping 

Meaning and Purpose of Accounting 

Corporate Statements 

Accounts and the Trial Balance 

Work Sheet and Accounting Statements 

Accounting Cycle 

Special Journals 

Accounting Procedures 

Accounting for Notes and Interest 

Estimating Procedures in Valuation 

Periodic Summary 

Corporate Organization and Accounts 

Corporate Capital 

Sole Proprietorships and Partnerships 

Analysis of Financial Statements 


4) Using the newly created course title 


and description, the instructor is ready to . 


sell the course to the liberal arts faculty. 
His primary job is to show the relation- 
ship accounting has to the social, econom- 
ic, and political development of 20th cen- 
tury American life. 


NOTE 


In the article “The Dynamic Equation 
of Accounting” by Lawrence Lipkin 
appearing on pages 134 and 135 of the 
January 1959 issue of THe AcCOUNT 
ING Review, the equation stated 4 
A=L+P+(R-—-E) should have _ been 
stated A=L+[P+(R-—E)]. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the first half 
of the C.P.A. examination in accounting practice on May 13, 1959. 
The candidates were required to solve problem 1 and problem 2 and any two of the 
remaining three problems. 
The suggested time allowances are as follows: 


Problem 1 20 to 30 minutes 
Problem 2 25 to 40 minutes 
Any two of the 

remaining three 

problems 130 to 200 minutes 


Te following problems were prepared by the Board of Examiners of the American 


The time allowed for this section of the examination was four and a half hours. 


Number 1 


The following statements relate to federal income taxes under the 1954 Internal 
Revenue Code. 

On a sheet of lined paper enter numbers from 1 through 25 each on a separate line. 
Select the letter which identifies the answer and enter on the appropriate line. 

1. Mrs. A’s husband died in 1957 and she is his sole survivor, there being no children. 
In determining her income tax for the years 1957 and 1958, she may avail herself of the 
benefits of income-splitting as a “surviving spouse.” (A) True (B) False 

2. B’s son is a college student who has summer vacation earnings of $800 which he 
uses toward his own support. B furnishes the remainder of his support at a cost of $1,000. 
Since the son has to file a return and claims his own personal exemption of $600, B is not 
entitled to claim an exemption for him as a dependent. (A) True (B) False 

3. Cis a married man with three children and earns a salary of $3,600 per year. C also 
has certain stock investments from which he normally receives dividends of $150 per 
year. He is required to file a Declaration of Estimated Tax. (A) True (B) False 

4. In June 1958 D purchased for $15,000 cash an annuity paying him $100 per month 
beginning July 15 and continuing for life. One-half of 3% of $15,000 or $225 is includible 
in his 1958 income and the remaining $375 represents a return of cost. (A) True (B) 
False. 

5. Ereceivesa salary of $125 per week from an employer who has a plan under which he 
continues the payment of salaries to employees during periods of absence due to illness. 
Eis absent due to illness for a period of two weeks during which period he is hospitalized 
for two days of the second week. E is entitled to exclude from gross income $100 per 
week for the entire period of absence. (A) True (B) False 

6. F sells his personal residence which has a tax basis of $10,000 for $16,000. No selling 
expenses were incurred. Within one year from the date of sale he purchases a new resi- 
dence at a cost of $14,000. Gain is recognized to the extent of $2,000 and the tax basis of 
the new residence is $10,000. (A) True (B) False 
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7. Gowns a working interest in an oil lease on which his entire leasehold cost has been 
recovered through depletion claimed and allowed. Since his basis has been recovered jn 
full, he is not entitled to any further deduction for depletion. (A) True (B) False 

8. H exchanges a machine used by him in his business and having an adjusted tax 
basis of $2,000 for a similar machine having a fair market value of $2,200 and in addition 
receives $300 in cash. He has a taxable gain of $500. (A) True (B) False 

9. In 1951 “I” sold stock which had cost him $5,000 to his son for $3,000. Upon sale 
of this stock by his son in 1958 for $6,000, the recognized gain is $3,000. (A) True (B) 
False 

10. J owns stock of the X Company which declares a dividend payable December 31, 
1957. The check was written and dated December 31, 1957, and mailed January 1, 1958, 
J, a cash basis taxpayer, receives the check in the regular course of mail delivery on Jan- 
uary 2, 1958. The amount is includible in his 1957 income. (A) True (B) False 

11. On December 15, 1957 K sells for $10,000, stock which cost him $11,000 and on 
January 5, 1958 he purchases identical stock for $10,000. The loss on the 1957 sale is not 
recognized and the basis of the stock purchased in January upon subsequent sale is 
$11,000. (A) True (B) False 

12. Lis president of Y Corporation and owns 30% of its outstanding stock. His wife 
is the owner of 25% of the stock. At December 31, 1957 the Corporation on the accrual 
basis has a liability to L for unpaid salary which it is unable to pay and which L, on the 
cash basis, did not take into 1957 income. The accrued salary is paid to L in September 
1958. The amount will be taxable to him in 1958 but will not be allowable to the Cor- 
poration as a deduction in either 1957 or 1958. (A) True (B) False 

13. M sells a piece of real estate for $50,000 with annual payments of $10,000 be- 
ginning in the year following the date of sale. His adjusted basis is $35,000. He may elect 
to report the profit in installments and, assuming the payments are received when due, 
report $3,000 of the profit as long-term capital gain in each of the five years. (A) True 
(B) False 

14. In 1958 N sells for $5,000 stock which he received in 1954 as a gift at which time 
the stock had a fair market value of $4,500. The donor’s adjusted tax basis for this stock 
was $5,500. N has a recognized loss of $500. (A) True (B) False 

15. In the year 1958 O has the following gains and losses: 


Loss on sale of machinery used in his business and held for more than 6 months.................... $ 5,000 
Loss on condemnation of land used in the business and held for more than six months............... 10,000 
Less gain on sale of land (together with unharvested crop) used in the business and held for more than 6 
The net loss of $2,500 is fully deductible. (A) True (B) False — 


16. A certain corporation has properties the fair market value of which is considerably 
in excess of their adjusted tax basis. In July 1957 the corporation adopts a plan for com- 
plete liquidation, sells its properties in January 1958 and makes a distribution to its 
stockholders in June 1958 of all of its assets except certain assets retained to meet claims. 
The corporation pays a tax on the capital gain resulting from the sale of its property. 
(A) True (B) False 

17. P receives non-taxable stock rights in connection with certain stock owned by him 
On the date of issuance of the rights, the stock is quoted ex-rights at $22.25 per share 
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ind the rights are quoted at $2.75. He is required to allocate a portion of the basis of his 
sock to the rights. (A) True (B) False 

18. A corporation with a deficit of $100,000 at December 31, 1957 has earnings of 
$40,000 in the calendar year 1958. On December 31, 1958 it makes a distribution of 
$20,000. The distribution is a taxable dividend to the stockholders. (A) True (B) 
False 

19. In 1958 Q collects an account which he charged off and deducted as a business bad 
debt in 1951. Assuming that the deduction did not result in a reduction of tax in the year 
charged off or in any year to which a loss for that year might be carried, the recovery in 
{958 may be excluded from income. (A) True (B) False 

20. A corporation declares a dividend on its common stock payable either in cash or 
common stock at the election of the stockholders. If the stockholder elects to take stock, 
the dividend is nontaxable. (A) True (B) False 

21. Taxpayer is 50 years old, single, and has good vision. He maintains a home for 
himself and his boyhood music teacher—a man now 76 years old, in poor health, who is 
not related to the taxpayer. Taxpayer has contributed more than half toward the sup- 
port of this friend, whose only income was rental (gross) $400 for the year. 

On his tax return long-form 1040 taxpayer is entitled to deduct for personal exemp- 
tions an amount of: (A) $600; (B) $1,000; (C) $1,200; (D) $1,800; (E) Some 
other amount. 

22. Taxpayer bought 100 shares of Acme Preferred stock for $10,000 on January 1, 
1951. On July 1, 1958 he received a taxable stock dividend of 10 shares of Acme common 
stock—par $50 per share; market value $60 per share. On October 1, 1958 he sold the 
ten Acme common shares for $75 per share. He should report a taxable gain on the sale 
inamount of: (A) $150; (B) $250; (C) $600; (D) $750; (E) Some other amount. 

23. The above gain should be reported as: (A) Long-term capital gain; (B) Short-term 
capital gain; (C) Ordinary income. 

24. Taxpayer bought 100 shares of Columbia Preferred stock for $10,000 on January 
1, 1951. On July 1, 1958 he received a non-taxable stock dividend of 10 Preferred shares 
on the 100 shares purchased January 1, 1951. The stock was quoted on July 1, 1958 at 
$124 per share. On October 1, 1958 he sold the ten Columbia Preferred shares at $130 
per share. 

He should report a gain on the sale of the ten Preferred shares in the amount of: 
(A) $330.91; (B) $390.91; (C) $1,240; (D) $1,300; (E) Some other amount. 

25. The above gain should be reported as: (A) Ordinary income; (B) Short-term 
capital gain; (C) Long-term capital gain. 
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Number 2 


The law firm of Shroyer, Curry and Jones has decided to dissolve partnership as of 
June 30, 1958 and has called you in to render an accounting. The only records maintained J {nvestment 
are the check book and a daily record of cash received. The firm has been in existence for eed 
four years with equal capital investments and profits are divided equally. The prior § {investment 
year’s tax return indicates that the following expenditures had been capitalized for tax § umeat A® 


purposes prior to January 1, 1958: Allowance | 
Bonds of C 
Allowance All Other A 
Asset January 1, 1958 Current Liz 
$8, $2,030 Retained E 
Cash receipts to June 30, 1958 amount to $60,000. A summary of cash disbursements 
follows: 2. Th 
$39, 502 5. Th 


The capital accounts of the partners as of January 1, 1958 were equal. Depreciation cae rhe 
has been charged against partnership profits. Automobiles are depreciated over a five B Cash divic 
year period and office furniture and fixtures and books over a ten year period. The bank § p41 
balance at June 30, 1958 is $29,998. The three partners have agreed to distribute the J Balance D 
office furniture and fixtures in kind and they feel that the distribution will be equal. The 6. In 
automobiles, which were purchased from partnership funds, will be retained by the 


partners to whom they have been assigned. The books will be distributed to Shroyer. 7 In 
Required: 
A schedule of changes in partners’ capital accounts from January 1, 1958 to June 30, Pen 

1958 and the final cash distribution to each partner. = Con 
pai 
9. M 
S-1 on. 
10. ¢ 

Number 3 

Required: Numbe 
From the data below prepare: The 


a. A worksheet for a consolidated balance sheet as of December 31, 1958. 
b. A consolidated balance sheet as of December 31, 1958. 
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1. Post-closing trial balances as of December 31, 1958: 


Company P Company S-1 Company S-2 
Investment in conto) S-1 (Acquired January 1, 1957) 
0. 


Investment in Company S-2 (70% Acquired January 1, 1958)... 59,300 
Allowance for Depreciation—Machinery & Equipment.......... (20,000) (15,000) (10,000) 
Bonds of Company S-2 (Par $10,000)......................0. 10,000 
Bonds Payable—10 yrs., 4%, due December 31, 1963........... (30,000) 
Capital Stock—Common, Par (300,000) (250,000) (60,000) 
Capital Stock—Preferred, 5%, Par $100, Cumulative & Non-Par- ‘ 

—0— —0— 


2. The investment accounts are carried at cost. 

3. At acquisition, dividends on Preferred Stock for 1955 and 1956 were in arrears. 
Preferred Stock has a liquidation value of par plus all dividends in arrears and is non- 
voting. 

4. On January 1, 1958, Company S-1 declared a common stock dividend of $50,000 
from Premium on Preferred Stock. 

5. The Retained Earnings accounts showed the following: 


S-1 S-2 


6. Inventory of Company P includes $5,000 merchandise purchased from S-2; cost to 
$-2 is marked up 25%. 

7. Inventory of Company S-2 includes $2,000 merchandise purchased from S-1; 
markup by S-1 is 10% on selling price. 

8. Current Liabilities include the following: Company S-1 owes Company P $1,000; 
Company S-2 owes Company P $2,000; Company S-1 owes Company S-2 $3,000; and 
Company P owes Company S-1 $2,000. 

9. Machinery having a life of 10 years was purchased by Company P from Company 
S-1 on January 1, 1957 for $10,000. Cost to S-1 was $7,000. 

10. Company S-2 neglected to amortise Premium on Bonds Payable for 1958. 


Number 4 


The MCB Corporation produces one principal product designated ‘Main-Line.” 
Incidental to this production two additional products result—‘‘Co-Line” and “By- 
Line.” Material is started in process #1; the three products come out of this process. 
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‘‘Main-Line” is processed further through process #2; ‘“Co-Line” is processed furthe 
through process #3; while ‘““By-Line”’ is sold without further processing. The following 
data for February are available: 

1. Material put in process #1, $12,000. 

2. Conversion costs: Process #1, $8,000; Process #2, $4,000; Process #3, $300. 

3. There were no beginning or ending in-process inventories. 

4. Production and Sales data: 


Quantity Quantity February Average — Market Prics 
Produced Sold Sales Price End o February 
Main-Line. . , 5,000 4,000 $6.00 a 
Co-Line. . 3,000 2,000 1.00 .90 
By-Line. . 1,000 900 .50 ‘35 
5. Selling and Administrative Expenses are related to the quantity sold. It is est. 
mated that next period selling and administrative costs will be the same as February 
actual. 


Main-Line. . 
Co-Line. . 


7. No profit or loss is realized on By-Line sales. 


Required: 


a. Compute the value of the By-Line inventory and the costs transferred from Proces 
#1 to By-Line units during the period. 
b. Compute the value of the Co-Line inventory and the costs transferred from Proces 
#1 to Co-Line units during the period. 
c. Copy and complete the following entries: 
1. Process 1 
Process 2 
Process 3 
Raw Material & Various 
. Process 2 
Process 3 
By-Line Inventory 
Process 1 
3. Finished Goods—Main-Line 
Process 2 
. Finished Goods—Co-Line 
Process 3 
. Cash 
Sales—Main Line 
Cost of Goods Sold—Main-Line 
Finished Goods—Main-Line 
. Cash 
Sales—Co-Line 
Cost of Goods Sold—Co-Line 
Finished Goods—Co-Line 


7. 
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7. Cash 
By-Line Inventory 
Selling & Administrative Expenses 

d. Copy and complete the following Income Statement: 

Main-Line Co-Line By-Line Total 


Selling & Administrative 


Number 5 


From the following information concerning the City of Langdon, you are to prepare 
as of December 31, 1958: 

a. A worksheet reflecting the transactions, closing entries and balance sheet for its 
general fund. 

b. Astatement of operations for its working capital fund. 

c. A balance sheet for its working capital fund. 

The accounts of the general fund as of January 1, 1958 were as follows: 


The following transactions for the current year are to be considered: 

1. The budget which was adopted for 1958 provided for taxes of $275,000, special 
assessments of $100,000, fees of $15,000, and license revenues of $10,000. Appropria- 
tions were $290,000 for general fund operations, and $100,000 for the purpose of estab- 
lishing a working capital fund. 

2. All taxes and special assessments became receivable. 

3. Cash receipts for the general fund included: 


Taxes Receivable—Delinquent plus interest of $500. Tax liens were obtained on the remainder of the 


4. Contracts amounting to $75,000 were let by the general fund. 

5. Services rendered by the working capital fund to other departments included: 
General fund, $40,000; Utility fund, $20,000 of which $5,000 remained uncollected at 
the end of the year. 

6. The following cash disbursements were made by the general fund: 


Outstanding orders at beginning of year were all received and paid for....................0e00: 2,000 
Stores purchased for central storeroom established during year................00eecseeeceeeuee 5,000 
Permanent advance to newly created petty cash fund................cecccceeeeccsseeeeeeeees 1,000 
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7. The following cash disbursements were made by the working capital fund: 


Purchase of equipment (Estimated useful life 10 $60,009 
Purchase of materials and supplies of which } remained at end of year......................005. 40/000 
Salaries and wages as follows: : 


8. All unpaid taxes become delinquent. 


9. Stores inventory in general fund amounted to $2,000 on December 31, 1958. 


Solution to Problem 1 


1. B 6. A 11.A 16. B 21. C 
2. B 7.B 12. A 17. B 22. A 
3. A 8. B 13. A 18. A 23. B 
4.B 9. B 14. B 19. A 24. B 
5. A 10. B 15. A 20. B 25. C 


Solution to Problem 2 


SHROYER, CURRY AND JONES 
JUNE 3, 1958 


Partners’ capital accounts at January 1, 1958: 
Cash at January 1, 1958: 


Partners’ accounts: 
Partnership net income: 
Cash disbursements for partnership expenses... .... $ 8,502 
Allowance for depreciation on: 


Net value: 


Solution 
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Net values of partnership assets at June 30, 1958: 
Net 
ost or De- 
000 3,000 900 2,100 
"500 Schedule of changes in partners’ accounts and distribution of cash: 
Total Shroyer Curry Jones 
Capital accounts, Jan. 1, 1958...........ceceeececceeeeeeeeecees $15,870 $5,290 $5,290 $ 5,290 
Distribution of assets other than cash: 
Capital accounts at June 30, 1958 prior to distribution of cash...... $29,998 $11,016 $11,191 $ 7,791 
Solution to Problem 3 
COMPANY P AND SUBSIDIARIES 
WORKING PAPERS—CONSOLIDATED BALANCE SHEET 
DECEMBER 31, 1958 
Company Coyne Adjustments and Eliminations 
Investment in Company S-1: 
$200,000 9) $207 ,360 
53, $ 61,000 C.S. 
Preferred stock (40%)... . 40,000 (7)$ 2,000 8) 46, 4,000 C.S. 
Investment in Company S-2 (70%)... 59,300 12) 55,32t 
it 1,379 2,600 G.W. 
Current assets... 50,000 $50,000 $ 40,000 3 8,000 132,000 
Machinery and equipment........ 40,000 20,000 30,000 i 3,000 87,000 
Bonds of Company S-2 (Par $10,000) 10,100 6) 10,100 
600 313,000 70,180 383,780 
$400,000 $383,000 $140,180 $540,380 
Current 20,000 $ 20,000 $ 20,000 (3) 8,000 $ 52,000 
a ance for depreciation. .. 20,000 15,000 10,000 4 600 ,400 
Bonds payable... . . 30,000 6) 10,000 20,000 
Premium on bonds payable. 180 s 50 
5 30 100 
290 — 300,000 300,000 
Company S-1........... 250,000 (9) 225,000 25,000 M 
capita 100,000 (10) 9,000 59000 M 
4 Trea. . 
870 Premium on Preferred stock. . . . 10,000 9;000 1,000 M 
—= ed earnings 
60,000 (it 1,379 6,931 
51,640 
4 Company S-1 (12,000) (10) 9,000 (9) 26,640 (2,960) M 
4) 2,400 
2, 200 
6,000 
5 Company S-2. 20,000 1,000 (5) 30 5,709 M 
13,321 
$400,000 $383,000 $140,180 
Reserve for inter-company profit in inventorieS..........00seccccecececcsecccceeccsssesseeeeecs @ 200 
2 1 1,000 1,200 


$421,670 


¢ $421,670 $540,380 


486 


The Accounting Review 


EXPLANATION OF ADJUSTMENTS AND ELIMINATIONS 


land2 To provide for inter-company profit in inventories. 


4 


wn 


~ 


To eliminate inter-company receivables and payables. 
To adjust accounts for inter-company sale of machinery. The purpose of this adjustment is to state the 
asset and related allowance accounts as they would have been had the inter-company transaction no} 
taken place. 
In Hands of In Hands of 
Co. P C. 


0. S-I 
Depreciation: 
$ 2,000 $1,400 
The adjustment is: 


The difference between the above debit of $2,400.00 to retained earnings and the original credit of 
$3,000.00 is the portion of the profit on sale that may be properly recognized. This profit is the differ. 
ence between the depreciation charged by P and the depreciation that would have been charged by $-1, 
To amortize the bond premium for 1958. 

To eliminate the investment in S-2 bonds and the related liability and premium accounts. The premium 
carried in the investment account which was in excess of the related premium liability, $50.00 was, 
charged to P Company retained earnings. - 

To adjust the investment in S-1 stock to reflect the changes since date of acquisition: 


December 31, 1958 Stock Stock 
Dividends in arrears for three years..... . 15,000 
Deficit applicable to Common stock 
Dividends in arrears on Preferred stock. ........ 15,000 
$29,600 
10,000 19,600 
January 1, 1957 
Dividends in arrears for two years...................2e0000- 10,000 
$20 ,000 
Applicable to Common stock. . $40,000 40,000 
Book values at 1-1-57... $110,000 $290,000 
Increase in book value. . . es . $ 5,000 
Decrease in book value............ $ 59,000 
Company P’s share of increase—40%..... $ 2,000 
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To eliminate 40% of the S-1 Preferred stock book value. 
To eliminate 90% of the S-1 Common stock book value. 


: To transfer to the Preferred stock account the minority interest in the dividends in arrears (60% of 
the $15,000.00). 
not § tt To adjust the investment in S-2 for the decrease in book value since acquisition: 
Book value at 12-31-58: 
$ 79,000 
P Company’s share of the decrease—70%. ..........2ccccccssccereceeaccesenseescons $ 1,379 
12 To eliminate 70% of the S-2 book value of $79,030.00 or $55,321.00. 
COMPANY P AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEET 
00 DECEMBER 31, 1958 
of ASSETS 
1. Machinery and equipment, less allowance for depreciation, $44,400. 42,600 
s, 
$559,780 
m LIABILITIES 
Bonds payable, less treasury bonds $10,000... .. $ 20,000 
Minority interests: 
Capital stock and surplus: 
$559,780 
Solution to Problem 4 
M C B CORPORATION 
MONTH OF FEBRUARY 
(a) and (b) 
Process #1 production costs: 
: Costs transferred to By-Line units: 
Less applicable selling and administrative costs.............00c0ecceecceeceeeceeeeeess 40 460 
, Production costs applicable to Main Line and Co-Line production.................0..0+eeeeeees $19,540 
Allocation of costs: 
Units Average Ratio to Total Allocated 
“ =e Produced Sales Value Average Value Costs 
Main-Line 5,000 $30,000 10/11 $17 , 764 
$33 ,000 $19,540 


| 


Valuation of Inventories: 


Units Unit Cost  Amoun 


By-Line inventory: 


$ 40 
414 


$ 4% 


(No adjustment to reduce to market necessary since the allocated cost above was less than market price at the 


end of the month.) 
Co-Line inventory: 


(d) 


Reduction to market (see below). (.282) 282 
1,000 $.41 $ 410 
Calculation of reduction to market: 
Selling and administrative costs 40 
Valuation per unit before adjustment... .692 
To charge to cost of sales cost of Main-Line sold: 
$21,764 
Main-Line Co-Line By-Line _ 
17,411 1,384 414 19,28 
Selling and administrative expenses... 2,000 800 36 (2, 


Solution | 


Explanation o; 
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Tax liens. . . . 
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» Ef Solution to Problem 5 
‘ ) CITY OF LANGDON 
; WORKING PAPERS 
DECEMBER 31, 1958 
Trial Balance 
the January 1, 1958 Transactions Closing Entries 
Debit Credii Debit Credit Debit Credit $37,000 
5 Cash. $1,000 (3)$ 391,000 (6)$ 100,000 
) 6 145,000 
5,000 
6 30,000 
6 6 30,000 
7,000 
2,000 
1,000 
9 1,000 
cash fund. ’ ’ 
Stores inventory . 2,000 2,000 
Taxliens....... (11 3,000 3,000 
) Taxes receivable-current. (2) 275,000 (12 
taxes receivable—delinquent. ..... 8,000 (12) 15,000 3,000 15,000 
Special assessment receivable... ... (2) 100 ,000 3 100,000 
Feieated revenue from taxes (1 275,000 (2 275,000 
Estimated assessments. .... 100 ,000 3 100,000 
Estimated other revenues 1 25,000 (3 25,500 (a)$ 500 
$58,000 
Accounts payable... .. $7 ,000 7,000 
Encumb = 4 75,000 (15 45,000 
rAnces (id 30°00 
Due to Working Capital Fund. 4 35,000 fs 40,000 $ 5,000 
Reserve for encumbrances... . 1,500 dB A 4 75,000 45,000 
Appropriations... (1) 390,000 395,000 (c)$ 5,000 
Appropriation expenditures. (15) 45,000 (b) 395,000 
(5) 40,000 
(6) 310,000 
Unappropriated surplus........... 500 {® 5,500 6,000 
Estimated budget surplus... . (1) 10,000 {d He--4 a) 500 
300 Revenue for stores inventory. ... (13, 2,000 2,000 
Miscellaneous revenue and expense (8) 500 «(3 500 
$9,000 $9,000 $1,731,000 $1,731,000 $406 ,000 $406,000 $58,000 
1 Esplanation of Tr tions and Adjusiment. 
164 1, To record estimated revenues and appropriations. 
2. To record receivables. 
3. To record cash receipts. 
016 4. To record contracts awarded. 
5. To record liability to Working Capital Fund. 
m0 6. To record cash disbursed for appropriation expenditures. 
7. To record payment of accounts payable of ne oe 
8. To record payment of orders and contracts outstan at 1-1-58. 
41 9. To establish petty cash fund. 
10. To record payment to Working Capital Fund. 
11. To set up tax liens. 
12. To reclassify uncollected current taxes. 
13. To set up stores inventory. 
14. To reduce encumbrance and reserve accounts for fegments made. 
15. To charge appropriation expenditures for outstanding orders and contracts. 
(a) To close excess of actual revenue over estimated revenues to budget surplus account. 
(b) To close appropriation expenditure to appropriations account. A 
@ To charge budget surplus with excess of appropriation expenditures over appropriations. 
000 (4) To close budget surplus account. 
3% 
4i4 
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(b) CITY OF LANGDON 
WORKING CAPITAL FUND—STATEMENT OF OPERATIONS 
FOR THE YEAR 1958 


— used 
Salaries and wages... 
Heat, light and power 
Office expense 


Net Income 


(c) CITY OF LANGDON 
WORKING CAPITAL FUND—BALANCE SHEET 
DECEMBER 31, 1958 


ASSETS 


Due from Utility Fund 
Inventory of supplies 
Equipment, less depreciation, $3,000 


Advance from General Fund 
Net income for 1958 


$3333 
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EXAMINATION IN AUDITING 


WALTER B. MEIGS 


HE auditing section of the May, 1959 
Uniform C.P.A. Examination was 
given May 14, 1959 from 8:30 a.m. 


to 12 noon, and included two groups of 
questions as follows: 


Group I (All required): 
No. 1... 


Estimated Minutes 
Minimum Maximum 


20 30 

No, 2... 20 30 
20 30 
No. 4... ; 20 30 
Total for Group I...... 80 120 
Group II (Three required)... .. 60 90 
Total for examination... . . 140 210 


The above time estimates are approxi- 
mately proportional to the point values of 
the problems; the total points for this part 
of the examination are 100, and a grade of 
75% is the minimum passing grade. 


Number I (Estimated time— 
20 to 30 minutes) 


On 


the answer sheet provided you are 


to enter an “‘X”’ in the proper column for 

each of the 50 items. 

a. The following conditions have been of- 
ficially or generally recognized as bring- 
ing the independence of an ‘‘independ- 
ent” certified public accountant into 
question. 


1. 


2. 


Ownership of 1% of a client corpo- 
ration’s outstanding stock. 
Ownership of such stock amounting 
to 1% of accountant’s personal for- 
tune. 


. Membership on client’s board of 
directors. 
. Service on Community Chest 


Board with president of client 
corporation. 


. Authorship of articles describing 


auditing problems in industry of 
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6. 


\ 


which your client is an important 
part. Knowledge of the industry 
was obtained while serving as audi- 
tor for a former client who is in 
competition with your present cli- 
ent. 

Occupancy of important adminis- 
trative post in subsidiary corpora- 
tion with close financial affiliation 
with your client. 

Accounting practice consists largely 
or wholly of client and its subsidi- 
aries. 


b. The following practices are generally 
considered to be unethical by certified 
public accountants. 


8. 


9. 


10. 


11. 


12. 


13. 


14. 


Employment of a former employee 
of a fellow practitioner. 

Use of a 3”X5” “card” in a news- 
paper announcing a change of ad- 
dress. 

Solicitation through the mail of a 
firm known not to have an account- 
ant. There is no personal relation- 
ship{between the accountant and 
the addressee. 

Solicitation through the mail of a 
known client of another practition- 
er, but in connection with a type of 
work the other practitioner has 
positively stated he will not per- 
form. 

Use of the sub-head on letterheads 
reading ‘“Members of State Society 
of CPAs” when all members of the 
accounting firm are members of the 
professional organization. 
Allowance of 23% share of fees 
from work referred by a local 
banker. 

Disclosure to a close personal friend 
of the earnings of a client corpo- 
ration as shown on a report to be 


3 
4 


17. 


18. 


20. 


21. 


22. 


23. 


24. 


published in the near future. 


. Disclosure to a friend who is a 


stockholder of the corporation you 
audited that the book values of 
fixed assets are considerably less 
than the appraised values. This 
specific information appeared in the 
financial statement published last 
month. 


c. Each of the following procedures would 
detect “kiting” between bank ac- 
counts to cover a cash shortage on the 
balance sheet date. 

16. 


Correspondence with banks by 
which bank balance shown | on 
books at balance sheet date was 
confirmed. 

Correspondence with banks in or- 
der to confirm deposits, and com- 
parison of deposit slips with bank’s 
records, for last month prior to bal- 
ance sheet date. 

Reconciliation of all bank accounts 
fifteen days after balance sheet 
date. 


d. The following procedures are ordinarily 
essential to the issuance of an unquali- 
fied opinion on financial statements 
when material amounts are involved. 
19. 


Reconciliation of all bank accounts 
of material amounts to the balance 
sheet date. 

Count of all cash on hand at bal- 
ance sheet date. 

Confirmation of all receivables by 
direct communication at some date 
during the year under audit. 
Physical examination of a substan- 
tial part of stocks and bonds in 
safety deposit vaults. 

Observation of the physical count 
of a fair sample of inventory. 

On first audit of client corporation 
six years after organization investi- 
gation as to whether fixed assets 
were originally acquired for cash, 
stock, or other assets. 
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25 


26. 


27. 
28. 


29. 


. Examination of fire insurance poli. 
cies which are in effect. 
Determination of “market” valy 
of high valued items in stock-ip. 
trade. 

Determination of replacement cost 
of important items in fixed assets, 
Direct confirmation by correspond- 
ence of all current liabilities. 
Direct confirmation of outstanding 
preferred stock by correspondence 
with a registrar and transfer agent, 
where records are kept by such 
person(s). 


30. Direct confirmation by correspond- 


ence from New York Stock Ex. 
change of market value of listed 
stock on balance sheet date. 


. The following phrases and statements 


refer to matters as to which auditors 


ar 
31 


e generally in agreement. 

. That management services should 
be performed by an independent 
CPA as a part of his regular prac- 
tice. 


32. Quotation and collection of a fe 


contingent on the results obtained 
in a federal income tax case is con- 
sidered to be unethical. 


33. Unsigned financial statements o 


plain paper may be used. 


34. Deduction of net mark-downs be 


35. 


low the cost-retail computation line 
in retail method inventories. 
Investigate internal control pro 
cedures by testing and sampling 
transactions. 


36. Inclusion of discount on bonds pay- 


37. 


38. 


able among the assets of a com- 
pany. 

Inclusion of inventories of offic 
supplies under a non-current asset 
heading. 

Use of the term “retained earnings” 
as the equivalent of ‘earned sur 
plus.” 


39. There should be no qualification 0 


41. 


42. 


43, 


45. 
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41. 


42. 


43, 


45. 


the short-form report when receiv- 
ables from the government in sub- 
stantial amount cannot be con- 
firmed by direct communication 
but other procedures reveal the 
validity of the claim. 


. Inclusion in consolidated surplus 


of the parent’s share of subsidiary’s 
undistributed net earnings, so la- 
beled, since date of acquisition of 
subsidiary’s stock by parent. 
Depreciation should not necessarily 
be the same for both income tax 
and financial statement purposes. 
Practically all methods of valuing 
inventory in the balance sheet, ex- 
cept cost, are subject to the general 
rule of “lower of cost or market.” 
When a business combination is 
deemed to be a pooling of interest, 
a new basis of accountability does 
not arise. 


. Disclosing ‘‘market” values of in- 


vestment securities owned, shown 
at cost on the balance sheet, where 
there is a substantial difference. 
The independent auditor can ac- 
cept work performed by internal 
audit staff, when a high degree of 
internal control is in evidence. 


f, The following statements pertain to the 


opinion rendered by an independent 
certified public accountant. 
46. A certificate unqualified in the 


opinion paragraph should be ren- 
dered when you did not con- 
firm receivables from governmental 
agencies if these receivables consti- 
tuted 25% of current assets and 
12% of total assets, but you did 
satisfy yourself regarding their 
validity by some alternative pro- 
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47. 


48. 


49. 


50. 


493 


cedure. 
An unqualified opinion should be 
rendered if during the year the cli- 
ent changed the method of com- 
puting depreciation on new addi- 
tions from the straight-line method 
to the sum-of-the-digits method; 
the effect on net income for the year 
was material. The change was ex- 
plained by means of a footnote. 
You should disclaim an opinion if 
the engagement was undertaken 
after the balance sheet date, be- 
cause on the balance sheet date the 
client had not taken its physical 
inventory of a material amount. 
You were, therefore, unable to wit- 
ness the physical inventory. Your 
other procedures were limited to 
tests of prices, extensions and foot- 
ings. These disclosed only insignifi- 
cant differences from the book fig- 
ures for inventory. 

You should qualify as to consisten- 
cy in the opinion paragraph if at 
the beginning of the year the com- 
pany changed the basis of comput- 
ing the cost of its principal raw ma- 
terial from the average cost basis to 
the last-in, first-out basis; as a re- 
sult income for the year was re- 
duced 50%. 

You should render a qualified opin- 
ion if under the terms of the en- 
gagement, you did not witness the 
physical inventory, but were given 
a copy of the client’s counts, certi- 
fied by the president; this was 
tested and found to be substan- 
tially correct; the inventory consti- 
tuted 35% of current assets and 
20% of total assets. 
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Number 2 (Estimated time—20 to 30 min. Answer 
Yes No Yes No 
Column 
26. | X Number 
21x 27. Boutin Column Heading 
xX 28. x 1 of Security (name, maturity, rate 
etc. 
4 x 29. | X : 
Balance at Beginning of Year 
5 4 30. 4 2 Face value or number of shares 3 
3 Cost or book value 
6 x 31 x 
Additions during Period 5 
7 x 32 x 4 Date 6 
5 Face value or number of shares 7 
b. 8. x 33. x 6 
ee Pag 34. x Deductions during Period 
10..| X an |. 8 Face value or number of shares 10 
9 Cost or book value il 
11 = 36 x 


10 Proceeds on Disposals (net) 


11 Profit or (loss) on Disposals 


13. | X 13 
Balance at End of Year 
14 x 39.1/ xX 12 Face value or number of shares 14 
13 Cost or book value 
15 x 40. | X 14 Market value 
c. 16. a. | x Interest and Dividends 15 
he 15 Accrued at beginning of year 16 
17. xX 42. 16 Purchased 
=x 43. | X 18 Received 
19 Accrued at end of year 
d. 19.| X 44.| X 
Cents 18 
4 ij 19 
21. x f 4%. | X Draw a line down the middle of a lind 
22. | X 47. x sheet(s) of paper. 
x a. On the left of the line, state the specifi 
— source(s) of information to be entered 
24. | X 49. | X in each column, and where requireiiy Numbe 
25. | X 50. x | how the data of previous columns at ules) 
combined. You 


b. On the right of the line, state the prt plating 
cipal way(s) that such depreci 
would be verified. poses f 

straigh 

“sum-c 

ever, 
whethe 
increas 
compa 
data: 
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Answer 2 


Column 


Number 


1 


o 


il 


18 
19 


Professional Examinations 


Sources of Information 


Ways of Verifying Information 


Previous year’s audit working papers for securities 
on hand at beginning of year. 

Brokers’ advices and monthly statements from 
brokers for securities acquired during year. 

Previous year’s working papers. 


Previous year’s working papers. 


Ledger account. 

Ledger account. 

Ledger account. 

Ledger account. 

Ledger account. 

Ledger account. Also see Columns 3 and 6 of cur- 
rent working papers. 


Broker’s advices and monthly statements. 
Compute from data in Columns 9 and 10. 


Compute by adding Column 2 to Column 5 and 
deducting Column 8. 

Compute by adding Columns 3 and 6 and deduct- 
ing Column 9. 

Stock market quotations in newspapers, inquiries 
from brokers. 


Previous year’s audit working papers. 
Ledger account. 


Ledger accounts for interest and dividends earned. 
Also compute earnings based on amount of se- 
curities owned, dates held, and dividend or in- 
terest rates. 

Ledger account. 

Compute by adding Columns 15, 16, and 17 and 
deducting Column 18. 


Information on prior year’s audit working papers 
requires no veri‘ication. 

Inspect securities on hand or in safe deposit box, 
confirm those pledged or in possession of broker. 

For securities still owned at year end, verify by in- 
spection or confirmation. 

Compare amount in previous year’s working pa- 
pers with beginning balance in ledger account. 

Broker’s advices and monthly statements. 

Broker’s advices and monthly statements. 

Broker’s advices and monthly statements. 

Broker’s advices and monthly statements. 

Broker’s advices and monthly statements. 

Compare credits in ledger account with original 
cost as shown in Columns 3 and 6-of current 
working papers. 

Trace to cash receipts or to account with broker. 

Compare with ledger account ‘‘Profit and Loss on 
Sale of Securities,” and with journal entry for 
sale. 

—_ securities on hand, confirm those held by 
others. 

Compare total computed with balance in ledger 
account. 

No verification necessary unless quotation appears 
unreasonable. In this case, compare with quota- 
tions in other newspapers, and with quotations 
on previous day. 

Compare with beginning balance in ledger account. 

Make independent quotation and compare with 
broker’s advices. 

Compare with dividend record books published by 
investment service companies. 


Trace to cash receipts. 

Trace to ledger account. Also make computation 
based on securities owned, dates and rates of 
dividends and interest. 


Number 3 (Estimated time—20 to 30 min- 


ules) 


Your client, ABC Company, is contem- 


plating changing its method of computing 


depreciation for federal income tax pur- 


Poses for the calendar year 1958 from a 
straight-line method to the so-called 
“sum-of-the-years’ digits” method. How- 


ever, the company has 


not decided 


whether it will record on the books the 
Increased depreciation provision. The 
company provides you with the following 


data: 


Net taxable income before provision for 


Provision for depreciation: 

Straight-line method................ 200 ,000 

Sum-of-the-years’ digits method...... 300 ,000 
Amount of income taxes (not yet re- 

corded): 

Based on $700,000. 358,500 

Based on $800,000........ 410,500 


a. If the sum-of-the-years’ digits method 
for computing depreciation is claimed 
for federal income tax purposes but 
straight-line depreciation has been re- 
corded, and will remain unchanged on 
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b. 


the books: for tax purposes and has been recorded 
1. Give the journal entries, if any, re- on the books: 
lating to income taxes which should 1. Give the journal entries, if any, re. 
be recorded on the books. lating to income taxes which should 
2. Prepare the qualifications, if any, be recorded on the books. 
which you would include in your 2. Prepare the qualifications, if any, 
audit report. (An opinion paragraph which you would include in your 
will meet this requirement.) audit report. (An opinion paragraph 
3. Prepare the notes to financial state- will meet this requirement.) 
ments, if any, which would be 3. Prepare the notes to financial state. 
needed. ments, if any, which would be 
If the sum-of-the-years’ digits method needed. 


for computing depreciation is claimed 


Answer 3 

Estimated Liability for Deferred Income Tax...................ccccececccecs 52,00 


To record federal income tax expense based on net income of $800,000 reflecting straight-line depreciation, 
and to set up a tax liability based on $700,000 taxable income reflecting ‘‘sum-of-the-years’ digits” method 
of depreciation. A separate estimated liability account is created for the amount of tax postponed through 
the use of increased depreciation for tax pu ‘ 

If the method illustrated above is considered not practicable in a given case, an alternative approach 
consists of recording only the amount of tax won tal as payable for the year, and disclosing in a Fotnete 
the effects of the use of different methods of measuring depreciation on the books and in the tax return. 


. No qualification is necessary. The standard short-form report may be used. 


. No notes required if entries shown above are made. If, as an alternative, the Company records only the 
ner of tax estimated as payable for the year, the following footnote to the financial statements would be 
n 

Note to Financial statements: 

As of January 1, 1959 the Company changed its method of computing depreciation for federal income tax 
purposes for the straight-line method to the “sum-of-the-years’ digits” method. In its accounting records and 
for all accounting purposes other than the computation of taxable income, the Company has continued to 
use straight-line depreciation. The effect of the change in depreciation methods for tax purposes was to 
decrease federal income tax payable for the year by $52,000. The net income after taxes as shown in the 
income statement for 1958 is therefore $52,000 greater than if increased depreciation had not been computed 
for tax purposes. 


To accrue federal income tax based on $700,000 net income. 


. Opinion paragraph of audit report should be qualified as follows: 

In our opinion the accompanying balance sheet and statements of income and retained earnings present 
fairly the financial position of ABC Company at December 31, 1958, and the results of its operations for the 
year then ended, in conformity with generally accepted accounting principles which, except for a change in 
method of computing depreciation described in Note 1 (a change which we approve), were applied on a basis 
consistent with that of the preceding year. 


. Note 1 to the financial statements: 
The method of computing depreciation was changed by the Company as of January 1, 1958 from the 
straight-line method to the “sum-of-the-years’ digits” method. Because of this change in depreciatica 
methods, the net income after taxes for the year 1958 was reduced by $48,000. 
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Answer 4 (See next page for question.) 


OVERSTATEMENT OF NET INCOME BY UNDERSTATEMENT OF EXPIRED COSTS AND 
EXPENSES OR LIABILITIES, OR OVERSTATEMENT OF ASSETS 


Methods of Understatement or Overstatement 


Audit Procedures Which Would Reveal Understatement 


or Overstatement 


j. Overstatement of ending inventory by: 
a. Inclusion of year-end receipts and in-transit 
items for which no purchase liability has been 
recorded. 

. Inclusion of items held on consignment from 
manufacturers. 


c. Use of excessive prices such as selling prices, or 
prices in excess of lower of cost or market. 


. Failure to exclude obsolete items from inven- 
tory. 


a 


e. Errors in extensions and overfooting of totals 
on inventory sheets. 


. Understatement of beginning inventory. 


w 


Direct charges to retained earnings or appropria- 
tions of retained earnings of operating expenses or 
inventory write-downs. 

. Recording as sales shipments of goods on consign- 
ment to retailers. 

Inclusion in sales of orders not shipped until fol- 
lowing period. 


Inadequate provision for bad debt losses. 


. Inadequate provision for depreciation. 


oo 


Improper deferral of expenses such as insurance, 
interest, taxes, rent, and advertising. 


Failure to make accruals for wages, interest, taxes, 
bonuses, commissions, and other expenses. 

10. Failure to record expenses and related liabilities for 
services received but not billed such as legal serv- 
ices, utilities, and repairs. 


. Capitalization of expenditures which should be 
treated as expense of current period. 


. Failure to record expenses and related liabilities 
arising from product guarantees, pension plans, 
and similar contractual commitments. 


13. Failure to record notes payable issued in payment 


for merchandise or services. 


. Recording of fictitious sales, or making of large iso- 
lated errors in sales summaries. 


. Understatement of cost of sales or expenses by rea- 
son of large isolated errors in summarizing cost and 
expense data. 


10. 


. Analyze p 


. Make de 


a. Review the year-end cutoff of purchases by ex- 
amination of purchase invoices, receiving re- 

rts, and voucher register. 

b. Inquire of officers whether any goods are held on 
consignment. Examine records of consigned 
goods on hand. 

c. Verify pricing of inventory by references to re- 
cent purchase invoices and current quotations by 
ve ies. Compare inventory prices with selling 


d. Nering physical count, inquire whether obsolete 
or damaged goods have been segregated. Com- 
pare quantities of selected items with volume of 
sales. Obtain inventory certificate from client. 

e. Determine clerical accuracy of inventories by 
verification of extensions, footings, and sum- 
maries. 


. Compare beginning inventory with amount in pre- 


ceding year’s audit working papers. 


. Analyze retained earnings account and appropria- 


tions of retained earnings. 


. Examine consignment contracts, reports from con- 


signees, and shipping records. 


. Examine shipping records and sales invoices for 


ore and after close of period to de- 
termine accuracy of cutoff of sales. 


. Age the accounts receivable. Review doubtful ac- 


counts with credit manager. Compute ratios show- 
ing relationship of valuation allowance to (a) 
accounts receivable, (b) net sales, and (c) accounts 
written off during the year. 


. Compute depreciation provision and review con- 


sistency of rates and methods used. 
prepaid expenses and deferred charge ac- 
counts to determine that definite benefits will be 
received in future periods from any charges being 
carried forward as assets. Examine aves porting docu- 
1 


ments such as insurance policies, tax bills, and lease 
agreements. 
. Compare accruals with those of prior years. Make 


independent computation of accruals. 
Search for unrecorded liabilities by review of subse- 


quent transactions, y in check register and 
voucher register for January. Obtain liability cer- 
tificate from client. 


. Review company policy as to distinction between 


capital and revenue expenditures. Investigate 
charges to fixed asset and intangible asset accounts. 


. Review minutes of directors meetings. Make in- 


uiries of client’s legal counsel. Obtain liability cer- 
tificate from client. 


. Review internal control over issuance of notes. 


Compare interest expense with amount of notes 
outstan 

iled comparison of each category of sales 
with corresponding figures for preceding periods. 
Compute ratios. Investigate variances. 


. Make detailed comparisons of each category of cost 


of sales and expenses with corresponding figures for 


preceding periods. Compute ratios. Investigate sig- 
nificant variances. 
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Number 4 (Estimated time—z20 to 30 min- 
utes) 


You have been making annual audits of 
the XYZ Sales Company. During the last 
few years, earnings have shown a slight 
but steady decline. 

At the beginning of this year’s audit, 
you obtain company-prepared financial 
statements which show a significant in- 
crease in earnings for this year over the 
prior three years. The company is engaged 
in a wholesaling operation and resells to 
retailers the products purchased from vari- 
ous manufacturers. There have been no 
unit price changes in either purchases or 
sales. The method of operation remains 
the same so that increased efficiency does 
not account for the increase in income. The 
company’s other sources of revenue re- 
main the same. In short, the business has 
been run on the same basis as in the past. 
In addition, you are aware that manage- 
ment is anxious to present a favorable 
statement of income since it is facing a 
struggle for control with a group of stock- 
holders who charge that income has de- 
clined due to mismanagement. You con- 
clude that net income may be overstated 
by understating expired costs and ex- 
penses or liabilities, or overstating assets. 

The company is on a FIFO inventory 
basis. A physical inventory was taken at 
the year end. A tag system was used and 
all tags were accounted for. 


Required: 


Draw a line down the middle of a lined 
sheet(s) of paper. 

a. To the left of the line, state the ways 
that expired costs and expenses or lia- 
bilities may have been understated, or 
assets overstated. 

b. To the right of the line, for each item 

mentioned in part a, outline in a few 

words the audit steps that would reveal 
each understatement or overstatement. 


Answer 4—See page 497 for answer. 


Number 5 


You are engaged in the audit as at De. 
cember 31 of a medium-sized manufactur- 
ing company which has between three 
and four hundred open trade receivable 
accounts. As a part of the interim work, 
you decide on October 10 to select approx- 
mately one hundred customers’ accounts 
for positive confirmations as of September 
30. You obtain an aged trial balance of the 
accounts receivable as at September 30 
and trace the balances of the open ac- 
counts to the trial balance from the sub- 
sidiary ledgers. In addition, you test the 
aging, foot the trial balance, and agree 
the total with the accounts receivable 
control account in the general ledger. Also, 
detailed tests of the sales and credit 
journals are made for the month of Sep- 
tember. 


Required: 


a. Enumerate the types of accounts you 
would want to include in your selection 
of accounts to be circularized. 

b. Outline the additional audit steps that 
should be undertaken at December 3! 
in support of the amounts shown as ac- 
counts receivable; the client is prepar- 
ing for your use an aged trial balance 
of accounts receivable as of that date. 


Answer 5 


a. In selecting the accounts receivable to 
be confirmed, the auditor would ordi- 
narily include the following: 

1. All accounts with large balances 
whether current or past due. 
2. Old or inactive accounts. 
3. Accounts in dispute as evidenced 
by correspondence with customers 
or other sources. 
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. Investigate 


. Accounts of customers known to be 


in financial difficulties. 


. Accounts in hands of attorneys or 


collection agencies. 


_ A representative number of ac- 


counts with small balances. 


. A representative number of ac- 


counts with credit balances. 


. A group of accounts selected in a 


random manner such as every 
twentieth account in the trial bal- 
ance. 


. Compare the total of the Decem- 


ber 31 aged trial balance with the 
general ledger control account. 


. Foot and cross-foot the December 


31 aged trial balance. 


. Compare the totals and number of 


accounts in the December 31 aged 
trial balance with the September 
30 aged trial balance. Investigate 
any significant variances. 


. Trace the balances of selected ac- 


counts on the December 31 aged 
trial balance to the subsidiary 
ledger cards. Prove the footings of 
these ledger cards and test the ac- 
curacy of aging of these accounts. 


. Prove the footings of the general 


ledger control account for accounts 
receivable. 


. Analyze the general ledger control 


account from September 30 to the 
balance sheet date and investigate 
any journal entries or other entries 
of unusual nature. 


. Note on the December 31 aged 


trial balance the amounts collected 
since the closing date. 


. Confirm accounts with large bal- 


ances at December 31 which were 
not circularized at September 30 
or for which replies were not re- 
ceived. 

accounts receivable 
from officers, employees, directors, 
and stockholders. 


10. 


i1. 


12. 


13. 


14. 


15. 


16. 


17. 


18. 
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Determine whether shipments on 
consignment have been included in 
receivables and make any necessary 
adjustments. 

Review the year-end cutoff of sales 

transactions by comparing ship- 

ping records with duplicate sales 
invoices for several days before 
and after the balance sheet date. 

Review credit memoranda issued 

in month following the closing date 

to disciose disposal of fictitious 
receivables or overshipment of or- 
ders. 

Review the adequacy of allow- 

ances for sales discounts and sales 

returns. 

Review the propriety of cash dis- 

counts allowed, and compare rela- 

tionship to net sales for current and 
preceding years. 

Review the write-offs of uncollect- 

ible accounts during the year, not- 

ing authorizations, and percentage 
relationship to net sales for the cur- 
rent and preceding years. 

Review with the credit manager all 

slow and doubtful accounts and de- 

termine their collectibility. 

Determine the adequacy of the al- 

lowance for bad debts in the light 

of the preceding steps. Compute 
ratios expressing the relationship of 
the valuation allowance to (1) ac- 
counts receivable, (2) net sales, and 

(3) accounts written off during the 

year. 

Obtain from the client a certificate 

covering accounts receivable, and 

stating that: 

(a) All accounts represent valid 
claims arising on or before De- 
cember 31. 

(b) No receivables have been hy- 
pothecated except as shown on 
the balance sheet. 

(c) Merchandise shipped on con- 
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signment has been identified as 
such and not included in re- 
ceivables. 

(d) All known uncollectible ac- 
counts have been written off. 

(e) The allowance for doubtful ac- 
counts is believed to be suffi- 
cient to cover losses which may 
be sustained in realization of 
the receivables. 


Number 6 


During the month of April, you are en- 
gaged to examine the balance sheet of a 
new client as of March 31. The client 
manufactures steel castings and forgings. 
A physical count of all inventories is made 
at the end of each quarter of the fiscal year 
and the company adjusts its inventory 
book amounts to reflect the physical 
counts. As you were not engaged at the 
time of the physical inventory on March 
31, you request that the company make 
another physical inventory count at the 
end of April in order that you may observe 
and make test counts. The client agrees 
and another inventory is taken on April 30 
which you witness. 

Inventories of raw materials, work-in- 
process and finished goods totaled $125,000 
at March 31. Total current assets 
amounted to $188,000, total current lia- 
bilities were $186,000 and total assets were 
$450,000. 

The company maintains perpetual in- 
ventory records of raw materials and sup- 
plies, but has no job cost system or per- 
petual records of work-in-process or fin- 
ished goods. Production records are kept 
in the plant showing the tons of castings 
poured each day, and sales records reflect 
the tons of castings and forgings sold daily 
to various customers of the company. 


Required: 


a. What audit procedures would you use 
to satisfy yourself as to the quantities 
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on hand at balance sheet date? 

b. Assuming that the results of your tests 
of inventories are satisfactory, wouij 
you issue an audit report unqualified 
as to opinion and scope of examination 
in view of the fact that you were not op 
hand to observe inventories at March 
31? Give reasons for your answer. (Lim. 
it your discussion to a consideration of 
the inventory problem.) 


Answer 6 


a. The audit procedures to be used in ver- 
fying the inventory quantities on hand 
at the balance sheet date are as follows: 
1. For raw materials and_ supplies, 

compare the physical quantities es- 
tablished by the physical inventory 
taken on April 30 with the perpetual 
inventory records. 

2. After verifying the April 30 book 
figures for raw materials and sup- 
plies, verify the receipts and iss- 
ances shown by these records for the 
month of April. Trace the April en- 
tries to supporting documents such 
as vendors’ invoices, receiving te 
ports, and material requisitions. 

3. For finished goods and work in proc- 
ess, compile from the daily plant 
production records the tons of cast- 
ings poured during April. Also com- 
pile from the daily sales records the 
tons of castings and forgings sold in 
April. Determine the March 31 
quantities by deducting April pro 
duction and adding back April sales 
to the quantities counted on April 30. 
Compare the quantities computed in 
this manner with the inventory sul 
mary sheets used by the company it 
taking the March 31 inventory. 

4. Review the March 31 inventory 
summary sheets and inventory tags 
for clerical accuracy in transcribing 
quantities. 

5. Review the written procedures, i 
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any, used by the company in plan- 
ning and carrying out the March 31 
physical inventory. 

6. Discuss with officials of the client 
any significant changes in inventory 
quantities between the two inven- 
tory dates. 

>, In considering whether an audit report 
unqualified as to opinion and scope of 
examination should be issued, the fol- 
lowing points should be considered: 

1. The auditors were engaged to ex- 
amine the balance sheet only; conse- 
quently no verification of beginning 
inventory is necessary. 

2. The inventories are material in rela- 
tion to current assets and the total 
assets. 

3. It is assumed that the results of the 
audit work on inventory were satis- 
factory, and specifically that the 
physical inventory observed on April 
30 was satisfactorily reconciled with 
the March 31 inventory. 

The observation of a physical inventory 

one month after the balance sheet date 

and the satisfactory reconciliation for 
the intervening month appear to meet 
the requirement that the auditor be 
present to observe the taking of phys- 
ical inventory. When perpetual inven- 
tory records are maintained, it is com- 
mon practice to take physical inventory 
at dates other than the year-end. Since 
the client maintains perpetual inven- 
tory records for raw materials and sup- 
plies, the auditor’s observation of a 
physical inventory at April 30 is an ac- 
ceptable situation insofar as this por- 
tion of inventory is concerned. With 
respect to the work in process and fin- 
ished goods, the existence of daily rec- 
ords of production and of sales appears 
to provide a basis of control compa- 
rable to that afforded by formal per- 
petual inventory records. Under these 
circumstances, it does not appear neces- 
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sary to take an exception in the scope 
section of the audit report, although 
some auditors might prefer to disclose 
that the observation of inventory took 
place subsequent to the balance sheet 
date. 
An unqualified opinion in the audit 
report is clearly justified since the 
procedures followed have satisfied 
the auditor as to the reasonableness 


of inventories. 


Number 7 


The Patrick Company had poor internal 
control over its cash transactions. Facts 
about its cash position at November 30, 


1958 were as follows: 


The cash books showed a balance of 
$18,901.62, which included undeposited re- 
ceipts. A credit of $100 on the bank’s rec- 
ords did not appear on the books of the 


company. The balance per bank state 


ment 


was $15,550. Outstanding checks were: 
No. 62 for $116.25, No. 183 for $150.00, 
No. 284 for $253.25, No. 8621 for $190.71, 
No. 8623 for $206.80, and No. 8632 for 


$145.28.- 


The cashier abstracted all undeposited 


receipts in excess of $3,794.41 and pre- 
pared the following reconciliation: 
Balance, per books, November 
$18,901.62 
Add: Outstanding checks: 
19,344.41 
Less: Undeposited receipts... . 3,794.41 
alance per bank, November 
15,550.00 
Deduct: Unrecorded credit... . 100,00 
True cash, November 30, 1958. $15,450.00 


Required: 


a. Prepare a supporting schedule showing 


how much the cashier abstracted. 


b. How did he attempt to conceal his 


theft? 
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c. Taking only the information given, 
name two specific features of internal 
control which were apparently missing. 

d. If the cashier’s October 31 reconcilia- 


b. The cashier attempted to conceal his 
theft of $719.50 by three steps: 

1. Omitting outstanding checks from 
the bank reconciliation. 

2. Underfooting the list of outstanding 
checks included in the bank recon- 
ciliation. 

3. Deducting from the bank balance a 
credit item that should have been 
added to the bank balance. 

c. Two conspicuous weaknesses in inter- 
nal control are: 

1. The cashier is permitted to prepare 
the bank reconciliation in addition 
to his other cash-handling duties. ~ 

2. No one other than the cashier regu- 
larly compares the cash receipts 
with the amounts deposited in the 
bank. 

d. If the cashier’s October 31 reconcilia- 
tion is known to be in order, the follow- 
ing audit procedures performed on De- 
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tion is known to be in order and yoy 
start your audit on December 5, 1953 
what specific auditing procedures would 
uncover the theft? 


Answer 7 
a. 
Cash balance per books, November 30, 1958 (on hand and in bank)...............eeeceeeeeceee $18,901.42 
Deduct: Cash in bank, November 30, 1958: 
Balance ner hank, November 30; 1958... $15,550.00 
Less: Outstanding checks: 
Actual amount of cash on hand, November 30, 1958... $ 4,513.91 


cember 5 would indicate the amount of 

cash which should have been on hand 

November 30, and thereby disclose the 

theft. 

1. Count cash on hand December 5, 
and work back to November 30 bal- 
ance of cash on hand by deducting 
cash receipts and adding deposits for 
the intervening days. 

2. Compare paid checks returned since 
October 31 with the outstanding 
checks listed in the October 31 rec- 
onciliation and with the check regis 
ter for November. Account for s 
quence of check numbers and pre 
pare a list of outstanding checks at 
November 30. 

3. Trace the undeposited cash receipts 
shown in the October 31 reconcilia- 
tion to deposits in the bank state- 
ment. Also compare daily cash re 
ceipts for November with deposits 
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4, Prepare a bank reconciliation as of 
November 30. 


Number 8 

The Professional Men’s Association of 
Middleton is made up of men in the vari- 
ous professions, including CPAs. From the 
start it has been tax exempt from federal 
income and excise taxes, other than pay- 
roll. 

The dues for members are $40 a year, 
after an initiation fee of $100. The Associ- 
ation has had a consistent policy of operat- 
ing on a cash basis. It does not deposit 
initiation fees received with applications 
and does not consider them as income until 
the Membership committee has acted 
thereon. Then the successful applicants’ 
fees are deposited and the unsuccessful ap- 
plicants’ checks are returned to them. 

The fiscal year ends August 31. Each 
year the directors choose from the mem- 
bership a CPA to make a thorough audit; 
and no one is allowed to audit two con- 
secutive years. This year you have been 
selected for the first time, but you are sol- 
emnly warned that the directors will not 
tolerate any suggestion of putting the ac- 
counts on an accrual basis. You accept. An 
adequate fee is provided. 

The secretary furnishes you with the 
following information: 


Membership at September 1, 1957.. 2,980 
Elected during year............... 123 

Dropped for non-payment of dues.. 15 

70 


Your examination of records shows the 
following : 
Notices that ‘dues are due” are sent out 
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in August. Dues for a full year, not to be 
prorated, must be paid when elected to 
membership. Prior to the end of the pre- 
ceding fiscal year 410 members had paid 
their dues and in the current fiscal year 
457 members had paid their dues for the 
year beginning September 1, 1958. One of 
these had died very suddenly on August 30 
and is included in the 37 above. No refunds 
are made for deaths taking place after the 
fiscal year begins; however refunds of one- 
half the dues are made to expelled mem- 
bers. There were 36 applications pending 
at the end of the fiscal year. During the 
course of your audit, the committee met 
and approved of 34. You further find that 
at the beginning of the year there were 47 
such applications and that 45 had been 
acted upon favorably and are included in 
the 123 above. 

The directors are interested in learning 
if there is a substantial difference between 
the income from dues on a cash basis as 
compared to the accrual basis. 


Required: 
a. Prepare a schedule of income from 
membership showing: 
1. Changes in members 
2. Income from initiation fees 
3. Income from dues for the year, ac- 
crual basis 
4. Income from dues for the year, cash 
basis 
5. Total income from membership 
6. Reconciliation of the income from 
dues cash basis to the accrual basis 
b. What other audit procedures would you 
use to verify the income from member- 
ship? Give reasons. 
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Answer 8 


a. 
PROFESSIONAL MEN’S ASSOCIATION OF MIDDLETON 


INCOME FROM MEMBERSHIP FOR THE FISCAL YEAR ENDED AUGUST 31, 1958 


Number 
of 
Members 
Initiation Fees: 
Additional applications received and approved during fiscal year................... 78 
Income from dues (accrual basis): 


Deduct: Members dropped for non-payment of dues..................-....00eeeeee 15 
1 


Income from dues for year ended August 31, 3,0 

Income from dues (cash basis): 

Deduct: Members paid in advance at September 1,1957......................0000- 410 
Members dropped for non-payment of dues.....................2ceeeeeee 15 
425 
Continuing members paying current dues during year......................000000- 2,555 
Total members paying current dues during year...................0cccceeeeeeee 2,678 


Deduct: Refund of } of dues paid by member expelled.....................ccccceeeeeeccees 
Total income from dues for year ended August 31, 1958 (cash basis) 
Income from initiation fees 


Reconciliation of income (cash basis and accrual basis): 

Prepaid dues, August 31, 1958 
Prepaid dues, August 31, 1957 


Increase in amount of prepaid dues 


Total dues (accrual basis) 


Amounts 


$107 , 120 
(20) 


$125 340 
12,300 


$137 ,640 
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Verify the number of members at 
September 1, 1957 by reference to 
the preceding year’s audit report. 
Verify the data on membership 
changes supplied by the Secretary by 
reading minutes of directors’ meet- 
ings and by reference to membership 
records. 


, Count the cash on hand at August 


31, 1957: determine that $3,600 of 
checks are on hand as indicated by 
the existence of 36 pending applica- 
tions. This $3,600 would not be in- 
cluded in the balance sheet figure 
for cash but should be disclosed in a 
footnote to the statements. Deter- 
mine that the checks for $3,400 cor- 
responding to the 34 applications ap- 
proved by the Membership commit- 
tee during the course of the audit 
were deposited promptly after the 
Committee meeting. Also determine 
that the remaining checks amount- 
ing to $200 were returned promptly 
to the unsuccessful applicants. 

Review the internal control pro- 


cedures applicable to cash receipts. 
Ascertain that dues collected are de- 
posited intact as promptly as pos- 
sible. Also ascertain whether serially- 
numbered receipt forms are issued, 
and a file of duplicate copies main- 
tained. Ascertain whether checks 
from members are made payable to 
the Association rather than to the 
Treasurer personally. 


. Reconcile the cash receipts record: 


for August and September, 1958 
with bank deposits and with mem- 
bership records, to guard against 
any lapping activities. 


. Review the by-laws and minutes of 


directors’ meetings to ascertain that 
action on refunds and on removal of 
names from the membership records 
has been in accordance with the by- 
laws and has been currently author- 
ized by directors or a committee 
thereof. Determine that a liability 
has been set up for the refund aris- 
ing from the death of a member on 
August 30, 1958. 
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ASSOCIATION NOTES 


WENDELL P. TRUMBULL 


Eprror’s Nore: Members of the Association are urged to submit news items for this section to Wendell P, 
Trumbull, College of Business Administration, Lehigh University, Bethlehem, Pennsylvania. Deadline dates for 
the receipt of items to be included in Tae Review are October 20 for the January issue, January 20 for the April 


issue, April 20 for the July issue, and July 20 for the October issue. 


ALABAMA 
University of Alabama 


Pau GARNER gave two addresses last Septem- 
ber at the Second Annual Congress of Account- 
ants, in Istanbul, Turkey. 


CALIFORNIA 
Los Angeles State College 


Mary Morpay is listed in the first edition of 
Who's Who of American Women, WARREN C. 
Bray will join the staff in September with the 
rank of associate professor. ROBERT LORIMER and 
WayNeE CHAPIN have accepted appointments as 
assistant professors. RAMON JOSE DE REYNA II has 
been appointed instructor for the coming year. 
GrorcGE N. Francis will be on leave during the 
fall semester. 


Stanford University 


OswaLp NIELsEN recently visited Japan to 
make arrangements for bringing a number of busi- 
ness managers of Japanese universities to this 
country for study of American university admin- 
istration. GERALD WENTWORTH has been elected 
vice-president of the Bay Area Chapter of the 
National Society of Business Budgeting. 

In February the accounting staff of the 
Graduate School of Business entertained the ac- 
counting staff of the School of Business Adminis- 
tration of the University of California. Papers 
were exchanged by a member from each school. 


University of California at Los Angeles 
Howarp S. NoBLE spent the spring semester 
on sabbatical leave. He and Mrs. Nobel were on a 
world cruise. 
COLORADO 


University of Denver 


Grant C. SCHAFER has been promoted to as- 
sociate professor, effective in September. Atr- 
BERT R. MITCHELL is leaving to accept a position 
as associate in accounting at Columbia Univer- 
sity, where he will be teaching and working on the 
doctorate. 
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FLORIDA 
The Florida State University 


The eleventh annual meeting of the South. 
eastern Section of the AAA was held March 6-7 
on the campus. Among those on the program 
were MarTIN L. Bracx, Duke University, and 
faculty members from sixteen other universities 
and colleges in the area. 


University of Florida 


James S. LanHAM addressed the Jacksonville 
chapter of the Florida Institute of CPAs in April. 
Cart T. Devine’s leave of absence has been er- 
tended to permit him to serve at Massachusetts 
Institute of Technology this fall. Ropert Dm. 
MAN will stay in Indonesia on the Ford Founda- 
tion project of the University of California. 
Harvey T. DEINZER and C. A. ANDERSON 
recently appeared on TV programs sponsored by 
the College of Business Administration. L. J. 
BENNINGER served for two sessions on the Small 
Business Conference sponsored by the greater 
Tampa Chapter of Commerce in March. 


ILLINOIS 
University of Chicago 


StpNEY Davipson discussed ‘‘New Directions 
in Accounting Theory” at the recent meetings of 
the Midwest Economic Association. DaAvipson 
and Davip GREEN, JR. spoke before the Mechani- 
cal Contractors Chicago Association. Grorce H. 
SorTER talked on the analysis of financial state- 
ments before the National Association of Invest- 
ment Clubs. 


KANSAS 
University of Kansas 


Witey S. MITCHELL will be on leave during 
the coming year to teach in the Nestle IMEDE 
Management Development Institute at Lau- 
sanne, Switzerland. W. KEITH WELTMER was 00 
leave during the spring semester while attending 
the Command and General Staff College at Fort 
Leavenworth. LERoy BAKER is leaving to enter 
the doctoral program at the Harvard Graduate 
School of Business Administration. 
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A new five-year program in accounting has 
been approved. It will lead to the master’s de- 
degree, and will be oriented primarily toward 
public accounting. 


LOUISIANA 

Louisiana State University 

Lioyp Morrison has become associate editor 
for accounting of the Southwestern Social Science 
Quarterly. served as program 
chairman of the Sixth Annual High Speed Com- 
puter Conference. JAMES OWEN was 1958-59 
president of the Baton Rouge Chapter of the 
Society of Louisiana CPAs. At the annual meet- 
ing he talked on continuing education for account- 
ants. ROBERT H. VAN Vooruis spoke before the 
Baton Rouge Chapter on accounting education. 

The following have been appointed part-time 
teaching assistants for the coming year: JAMES 
Hoop, LucittE MATTHEWS, JAMES MODISETTE, 
James PATTILLO, WILLIAM SwyERs, RONALD 
THACKER, and JACKSON WHITE. 


MINNESOTA 
University of Minnesota 


Dwicnt J. ZULAUF is returning to Pacific 
Lutheran University as chairman of the Depart- 
ment of Economics and Business Administration. 
Donatp L. ANDERSON has accepted an assistant 
professorship at San Fernando State College. 
Cartes R. Purpy is joining the faculty of the 
University of Southern California this fall with 
the rank of assistant professor. 


MISSISSIPPI 
University of Mississippi 


James D. J. Hotmes received the CPA certifi- 
cate in Feburary. 


MISSOURI 
Washington University 


L. J. Bucnan, A. E. Cartson, and J. S. 
SCHINDLER have been appointed to the faculty of 
the new Graduate School of Business Administra- 
tion. 

Additions to the faculty last fall were Ratpu J. 
Winston, assistant professor, and L. 
Bean, instructor. A. E. CARLSON was named 
“author of the year” by the St. Louis Chapter of 
NAA. The University in cooperation with the 
Society of Missouri CPAs was host to a con- 
ference on school-district audit problems. 
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NEBRASKA 
University of Omaha 


Pau T. CrossMAN passed away in February. 
A scholarship fund in business administration is 
being collected as a memorial. 


NEW YORK 
Colgate University 


Cut-Minc Hov has been granted a leave of 
absence for the 1959 fall semester to allow him to 
accept a research fellowship in Chinese Economic 
Studies at Harvard University. 


OHIO 
John Carroll University 


RoBErt O’Connor presented a slide lecture on 
tax research in April at the Activities Center. 


The Ohio State University 


James R. McCoy has been appointed dean of 
the College of Commerce and Administration, 
effective July 1. McCoy is president-elect of the 
Faculty Club. DANrEL M. SHONTING attended the 
Fifth Annual Electronics Conference of the AMA 
in New York City. 

The late Marquis GEorGE EATON was in- 
ducted into the Ohio State University Hall of 
Fame at the Twenty-First Annual Institute on 
Accounting, held on the campus in May, 


Western Reserve University 


T. M. Dickerson is serving a second year as 
director in the Ohio CPA Society. In April he 
addressed the Toledo Control of the Controllers 
Institute of America. ANDREW D. BRADEN was on 
sabbatical leave during the spring semester. 
VINCENT P. Kory has been appointed instructor 


XAVIER UNIVERSITY 


Harry R. MaAty has been added to the staff. 
A. Raymonp TILTON assumed the duties of 
county auditor in March; he will continue as 
lecturer in the Evening College. Grorcr C. 
SELZER is serving on the committee for the Ohio 
Region of the AAA. 

Speakers—all CPAs—appearing before the 
Accounting Society during the year were JACK 
MEYERHOFF, BLAINE Lisk, Mites Doon, WI1- 
LIAM MErRS, OTWELL RANKIN, Harry SONKIN, 
FreD DENNIS, CHARLES SWORMSTED, ERWIN A. 
STADLER, and CoLIN Park. 
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OKLAHOMA 


University of Tulsa 


Currrorp E. Hutton has been granted a leave 
of absence for 1959-60 to pursue further graduate 
study at The University of Texas. He is the re- 
cipient of a Humble Oil scholarship. 


PENNSYLVANIA 
Lehigh University 
The Beta Epsilon Chapter of Beta Alpha Psi 


was installed in May by a team from the Wharton 
School of Finance headed by WILLIARD E. STONE. 


MUHLENBERG COLLEGE 


Witson N. Serrass, Jr. has accepted an ap- 
pointment as associate professor, effective in 
September. 


The Pennsylvania State University 


CHARLES J. ROWLAND retired July 1 with the 
rank of professor emeritus after thirty-four years 
of service. The Thirteenth Annual Tax Seminar, 
sponsored by the College of Business Administra- 
tion, was held during the last week of May. 


University of Pittsburgh 


James H. Rossetti has been appointed as- 
sociate director of education of the Pittsburgh 
Chapter of NAA. Raymonp R. OrtE has resigned 
to accept the position of director at the Robert 
Morris School. 


Temple University 


Dovuctas F. Hype gave a series of six radio 
lectures on federal income taxes. JOHN E. Car- 
LocK has been serving as treasurer of the Phila- 
delphia Chapter of NAA. 


TENNESSEE 
Memphis State University 


Jesste W. SpIceLAND has been named head of 
department. James T. THompsoNn has been ad- 
vanced to associate professor. LAWRENCE W. 
Curso, formerly of the University of Mississippi, 
has been appointed assistant professor. 

The Accounting Club participated during the 
past year in a series of lectures sponsored by the 
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Memphis Chapter of the Tennessee Society oj 
CPAs. 


University of Tennessee 


J. H. McLean recently received the LLB, 
degree from Emory University. STEPHEN IRyryp 
is leaving the staff to enter public accounting, 


TEXAS 
Agricultural and Mechanical College of Texas 


WILLIAM WHITTINGTON served as conference 
secretary of the Twelfth Annual Accounting Con. 
ference, held April 27-28 in the Memorial Sty. 
dent Center. 


Baylor University 


Emerson O. HENKE was chairman of the ae. 
counting section meetings at the annual meeting 
of the Southwestern Social Science Association, in 
Galveston, March 27-28. Roprericxk L. Hotmes 
and J. W. PARSONS were program participants, 
Joyce DEAN received the CPA certificate in 
January. 


The University of Texas 


The annual meeting of the Texas Association 
of University Instructors in Accounting, at the 
University of Houston in March, was attended by 
ROBERT L. GRINAKER, ROBERT E. Kato 
NEIDERT, C. AUBREY SMITH, and Wayne P. 
TENNEY. 

RoBERT E. SEILER is employed by the Gulf 
Oil Corporation for the summer. Brix Bisuop is 
the recipient of a faculty assistance award from 
the Haskins & Sells Foundation. 

Jim G. ASHBURNE was principal speaker at 
recent meetings of the San Antonio and Austin 
chapters of the Texas Society of CPAs. GLEenn A. 
WELscH spoke to the Southern Regional Con- 
ference of the Controllers Institute in New Or- 
leans. ROBERT E. LINDE was on the program of 
the Fifth Annual Governmental Accounting and 
Finance Institute, sponsored by the University. 


VIRGINA 
University of Virginia 
MARVIN TummiIns addressed the Southeastern 


Section meeting of the AAA in March. 
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Accounting 


AUSTRALIAN SocreTy OF ACCOUNTANTS, Proceedings of 
Convention: Hobart, Mercury Press Pty. Ltd., 1958, 
pp. lv, 286.) 


The largest body of accountants in Australia in 1958 
sponsored a convention in Sydney for which 750 mem- 
bers were registered as in attendance. At that time mem- 
bership in the Society stood at some 21,500 persons. 
This organization is composed of both practicing and 
non-practicing accountants. Possibly, from an American 
viewpoint, it might be considered to be somewhat 
similar to the National Association of Accountants with 
one important difference, the Australian Society ex- 
amines its candidates. 

In recent years, the Society has had an active role 
in Colombo Plan countries, maintaining examination 
centers at Hong Kong, Singapore, Kuala Lumpur, and 
Penang. The opening address of the Rt. Hon. R. G. 
Casey, Commonwealth Minister for External Affairs, 
directed attention to the activities of the Society in the 
free South and South-East Asian countries. It is con- 
ceivable that at some future Society convention, repre- 
sentatives of this area of the world may present tech- 
nical papers and participate in discussions on account- 
ing theory and practice. 

The sessions offered at the 1958 Convention were as 
follows: 


I. The Economics of Capital Expenditure 
a. Planning Capital Expenditure 
b. Financing Capital Expenditure 
c. Controlling Capital Expenditure 
II. Internal Auditing in Australia 
a. In Some Companies 
b. In a Government Instrumentality 
c. Statistical Techniques as Applied to Internal 
Auditing 
III. The Annual Report and Accounts as a Source of 
Information 
a. As a Source of Information to Shareholders 
and Employees 
b. As a Source of Information to Economists 
c. As a Source of Information to Investing In- 
stitutions 
IV. Influences Shaping Accounting 
a. The Influence of Taxation 
b. The Influence of Law 
c. The Influence of Economic Forces 


These papers provide an excellent review of Aus- 
tralian business organization and management and 
company finance and accounting. Most of them show 
the influence of American, rather than United Kingdom, 
practice and literature. Publications of The American 
Institute of CPAs, The Controllers Institute of America, 
and The Institute of Internal Auditors receive frequent 
quotation, with copious reference made to American 
writers in the fields of accounting history, cost account- 
ing, management theory, statistical sampling, and taxa- 
tion. 

The convention was closed by the President of the 
Society who emphasized that the responsiblities of 


Australian accountants had broadened “not only ig 
scope but in social significance.” Yet in the papers pre. 
sented it was inherent that much remains to be ag. 
complished in Australia in enlarging financial data 
furnished to shareholders and other interested parties, 
In another field—professional education—the Society 
has made important recent strides by helping establish 
Chairs of Accountancy and sponsoring American Ful- 
bright Professors of Accounting who have lectured at 
the various universities in Australia. 

Members of the Australian Society of Accountants 
enjoy wide recognition in business, financial and govern- 
mental circles. Surely, because of their current 
the quotation of passages from Henry Hatfield’s classic 
essay on “An Historical Defense of Bookkeeping,” 
circa 1923, at the close of the Convention, is unfortu- 
nate. It casts a pall over the great contribution account- 
ants have made in every aspect of Australian life, es. 
pecially since World War II, and clouds the profes. 
sional aspect of accountancy which deserves and re- 
ceived constant reiteration in the Antipodes today. 
With wider university education for the profession, and 
additional research and publication of technical works, 
Australians will stand with the leaders of the world 
wide accounting profession. Then they will quote 
modern Australian professional literature, rather than 
foreign writers. In turn, the publications of Australian 
accountants and educators will win a recognized place 
in the body or footnotes of overseas volumes on account- 
ing and auditing. 

Mary E. Murpry 
Associate Professor of 
Business Administration 
Los Angeles State College of 
Applied Arts and Sciences 


Hay, Leon E., Budgeting & Cost Analysis for Hospital 
Management (Bloomington: University Publica 
tions, 1958, pp. xi, 205, Price $6.25). 


Budgeting and Cost Analysis for Hospital Manage 
ment stands out among hospital texts because it em- 
phasizes the importance of management and the 
managerial functions of planning, organization, c0- 
ordination, and control. This emphasis is quite new in 
hospital texts and reflects the trend of recent years for 
hospitals to adopt management methods proven to be 
effective in industry. 

Budgeting & Cost Analysis has nine chapters includ- 
ing an introduction, with four each devoted to the two 
topics of cost analysis and budgeting. Since one of the 
objectives of cost analysis is to provide a measure of 
departmental performance and a basis for planning 
future operations, Dr. Hay logically takes up this topic 
first in order to provide a proper foundation for his 
chapters on budgeting. However, the main emphasis of 
his material on cost analysis is its usefulness for price 
setting purposes and in negotations with third party 
purchasers of hospital care. 

In Chapter III a careful comparison of three methods 
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ofcost analysis is made. Method 1 allocates service de- 

t costs directly to revenue producing depart- 
ments; Method 2, the step-down method, using sequen- 
tial closing of service department costs, is advocated by 
both the American Hospital Association and the 

United Hospital Fund; Method 3, the double distribu- 
tion method, was formerly required by the United Hos- 
pital Fund of its participaing hospitals. Dr. Hay’s con- 
dusions, after comparing the three methods, are that 
all three methods are equally useful as a basis for 
planning future operations or for measuring depart- 
mental performance. After a good many years of ex- 
perience with Method 3 the United Hospital Fund has 
now adopted Method 2, according to Dr. Hay, who 
recommends the latter method as the best basis for 
negotiations for contract purchasers of hospital care. 
Dr. Hay feels that the results of Method 1 could be 
questioned by contract purchasers. His chief recom- 
mendation for Method 1 is its clerical simplicity and 
itmay be inferred that for the hospital that is concerned 
only with measuring departmental performance or 
planning future operations, Method 1 is entirely satis- 
factory. 

Chapter IV discusses other aspects of cost analysis 
and describes methods of differentiating fixed and vari- 
able elements of costs both arithmetically and graphi- 
ally. It also shows the usefulness of the contribution-to- 
overhead approach in evaluating revenue producing 
departments. 

In his chapters on budgeting, Dr. Hay makes a real 
contribution to hospital management. He makes these 
points: budgets are not just financial plans, they are 
also operational plans; budgets make it easier for all 
departments to work toward a common goal; budgets 
may be expressed in quantities or time units and may 
be more meaningful to department heads when so ex- 
pressed; salary and wage budgets and supplies and ex- 
pense budgets should reflect what ought to be, and 
should be flexible so as to provide a yardstick for each 
level of activity. 

The chapters on budgeting cover the principles of 
budgeting and the budgeting problems involved with 
general fund income, expense, and cash. Monthly and 
annual budgets of income, expense, and cash receipts 
and disbursements are well illustrated and explained in 
the many illustrative hypothetical cases. Of particular 
interest is the development of estimated financial 
statements as the final step in the use of a comprehen- 
sive budgeting system. 

In summary, Dr. Hay has written a very readable 
book, one which brings ideas new to the hospital field 
and one which gives the best presentation to date of the 
dynamics of budgeting and cost analysis for hospital 
Management. Excellent illustrative cases are used 
throughout the book. This book should be in the 
library of every public accountant with a hospital for a 
dient, and on the desk of every hospital administrator, 
tegardless of the size of his hospital. 

‘When the second edition of this book is prepared, 
this writer hopes that the author will expand the por- 
Hons of the text dealing with principles and cost con- 
cepts and will also include methods of analyzing varia- 
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tions in operating results in terms of price and quantity. 
Davip R. KENERSON 
Administrator 
Mound Park Hospital 
St. Petersburg, Florida 


Rosert H. Irvine, JR. AND VERDEN R. Draper, Ac- 
counting Practices in the Petroleum Industry (New 
York: The Ronald Press Company, 1958, pp. viii, 
247, Price $6.00). 


The petroleum industry and the public accounting 
profession, as well as teachers and students of account- 
ing in our universities, have long needed a well-written 
explanation of the many accounting problems and prac- 
tices peculiar to the petroleum industry. Messrs. Irving 
and Draper, both experienced C.P.A.’s with Price 
Waterhouse & Co., seem to have taken a long step in the 
direction of satisfying this need. They have completed 
the scholarly job of putting together this brief treatise 
on such a complicated subject. Within 247 pages they 
have devoted 69 pages to “Crude Oil Production,” 26 
pages to “Refining,” 36 pages to “‘Transportation,” and 
13 pages to “Marketing.” To complete the book they 
have added three appendices totaling 69 pages, and have 
allowed 34 pages for a most adequate combined glossary 
and index. 

Their book is written in terms the layman or student 
should understand with the aid of the glossary provided. 
No journal entries, books of entry, forms, statements, 
or other system media are injected to restrict their 
treatise to any particular company or type of company 
by name, size, or geographical location. In fact, Chap- 
ter 9 on “Costs and Inventories” is virtually the sole 
chapter containing any illustrative methodology and 
procedure. Other chapters are dependent almost en- 
tirely on the simple well-chosen vocabulary of the au- 
thors to make clear the current practices and problems 
encountered. At the onset this departure from most 
other books written to explain an industry gave this re- 
viewer some doubts and qualms, but as he completed 
the work he found it less and less of a handicap. Perhaps 
the omission of any pro-forma statements, schedules, 
cost sheets, or charts of account, as well as other system 
materials, may be considered the only possible weakness 
in an otherwise most-excellent explanation of such spe- 
cialized material. 

Heaviest emphasis has been placed on topics under 
“Crude Oil Production” (Part I) wherein chapters 
cover: “Leasing and Exploration Costs Including Un- 
developed Acreage,” “‘Producing Properties,” “Natural 
Gasoline Plants,” ‘Unitization and Secondary Re- 
covery,” “‘Crude Oil Purchases and Sales,” “Crude Oil 
Inventories,” and “Allocation of Indirect Costs.” “Re- 
fining Costs” are the subject of Part II, in which 
ters take up: “Refining Processes and Products,” “‘Costs 
and Inventories,” “Allocation of Indirect Costs,” and 
“Research and Development Costs.” In Part III, 
“Transportation,” there are separate chapters on “Pipe 
Line Transportation,” ‘Rail Transporation,” and 
“Marine Transporation.” Materials in the latter chap- 
ter are quite informative and thorough, taking up pro- 
portionately almost half the transporation area pages. 
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It is doubted if any other text does as thorough a job on 
marine transportation in so few pages without an illus- 
tration or exhibit. Part IV is devoted to “Marketing,” 
which is disposed of in two chapters, one on “Types of 
Organizations in the Marketing of Petroleum Products,” 
and the other on “Accounting for Certain Phases of 
Marketing Operations.” 

The Appendices will be useful to those in the pe- 
troleum producing business. Appendix I includes the 
Petroleum Accountants’ Society of Oklahoma Form 
T-1955-2 “Accounting Procedure for Unit and Joint 
Lease Operations.” Appendix IT is the “Model Form of 
Unit Agreement” published by the American Petroleum 
Institute. Appendix III contains the “Model Form of 
Unit Operating Agreement” also published by the Amer- 
ican Petroleum Institute. 

The authors have tried to describe only those ac- 
counting practices peculiar to the oil industry. Virtually 
all references to income taxes and tax problems of the 
industry have been omitted. Where alternative meth- 
ods of treating certain practices exist the authors have 
presented all of the major alternatives without at- 
tempting to state the most desirable, or most com- 
monly-followed, or to “take sides” on any controversial 
topic among the many touched upon in their book. 

Irving and Draper should be complimented upon 
their effective means of transmitting in such a brief 
number of pages so much vital information about this 
complex and far-flung industry. As a reference work in 
libraries their book will have no equal at this time. It 
should be invaluable to graduate students in our uni- 
versities as well as to certified public accountants wish- 
ing to learn more of the diverse practices of their clients 
in the petroleum industry. It is even suspected that 
those within the industry itself will learn much about 
others in their field from a study of this book. It is 
understandable, clear, and timely, without attempting 
to criticize, “preach,” or carry any specific message to 
anyone. 

F. Crom 
Professor of Accounting 
Universily of Wichita 


Water B. Mercs, Principles of Auditing, Revised 
Edition (Homewood, Illinois: Richard D. Irwin, 
Inc., 1959, pp. xvi, 820, Price $7.50). 


Auditing is, perhaps, the most difficult course in the 
accounting curricula with which to deal in the class- 
room. The emphasis is on practical aspects of account- 
ing, and as a result it is difficult to prevent the student 
from becoming bored with the many detailed routine 
auditing procedures and techniques. The problem of 
maintaining an interesting and realistic atmopshere in 
the classroom presents a challenge to the authors and 
to the instructors. Professor Meigs has met this chal- 
lenge admirably in this edition of his auditing text. 
The procedures and techniques are described in simple 
but direct language and the reasons for each are inter- 
woven with the description. The material is directed to 
the student rather than the practitioner. 

The book contains twenty-seven chapters and eight 
case studies. The demand for audited statements, the 
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type of audit reports, and the role of the CPA are di 
cussed in Chapter 1. This is followed by a 
describing the public accounting profession in soy 
detail. 

The chapter (ch. 3) on tests and samples does ng 
give a comprehensive coverage to statistical 
techniques, but it does describe methods generally uss 
by accountants and it points out the criticism of th 
traditional approach. The author then indicates thy 
the auditing profession will probably make in CTeasing 
use of statistical principles in the future. 

Two chapters (ch. 4 and 5) are devoted to intemj 
control. The meaning, the need, and the limitations 9 
internal control are covered. The internal contr 
questionnaire is illustrated and discussed adequately 
without belaboring this point. Although these are th 
only chapters that are entitled ‘internal control” the 
author emphasizes the role of internal control through. 
out the text before concluding with a chapter (ch, 27) 
on Internal Auditing. 

The chapter (ch. 6) on evidence should certainly 
convince the student that the role of the auditor isnot 
one of verifying the mathematical accuracy of the 
clients’ records. The coverage of working papers in 
Chapter 7 is similar to that given to the internal con- 
trol questionnaire. A complete set of working papers is 
not illustrated. However, the uses of working papers 
and the techniques of preparing them are adequately 
illustrated and discussed. 

The techniques and procedures for auditing specific 
items are covered in Chapters 8 through 24 Th 
coverage throughout is comprehensive, but it is nota 
monotonous repetition of routine steps. The reason for 
each procedure is given, thereby, making the materal 
more meaningful to the student. 

Audit reports are included in Chapter 25. The ms 
terial presented in this chapter complement the discus 
sion of audit reports in the first chapter where there 
lationship of the audit to the reports was brought out 

Management Services, the relatively new service pet- 
formed by the CPA, is the topic of Chapter 26. Gen- 
eral information relative to this new field is included 
along with some specific points that may be raised cor 
cerning these services and the independent CPA. 

This volume is well supplied with questions and prob- 
lem materials. There are 644 such questions and prob 
lems—an average of about 28 per chapter. They are 
divided into three groups as follows: Review Questions, 
Questions Requiring Analysis, and Problems. Many o 
the questions requiring analysis and the majority of the 
Problems come from the AICPA examinations. i 
general the questions and problems present realistic 
and practical situations that would be encountered a 
audit engagements. 

The author has a noteworthy objective in presenting 
Questions Requiring Analysis. These questions are pre 
sented as a means of developing the students’ skill in 
communication. When one considers the weakness 
accounting graduates (as well as other graduates) in the 
ability to communicate, it is apparent that such 
needs to be developed. With rare exceptions, these 
questions would require the student to exercise 
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skill in presenting proper answers. ; 

The eight case studies provide additional material 
for instructional purposes, and serve as excellent de- 
vices for consolidating the material presented in the 
various chapters as well as emphasizing the things to look 
forin each phase of the audit. These cases do not have 
standard routine solutions. They challenge the student 
to use his judgment and to exchange ideas with others. 

Taken as a whole, this is a fine book. The author 
points out on page 362 that he does not want to delve 
into accounting theory, but his coverage of such theory 


S is more than adequate. His references to the AICPA 


bulletins are frequent throughout. The material is rela- 
tively comprehensive and is presented in a clear and 
logical manner. It is a valuable addition to the list of 
auditing texts now available. 
James H. McLean 
Associate Professor of Accounting 
The University of Tennessee 


Rosert H. VAN Vooruis, Accounting—A Survey of 
Principles and Practical Record Keeping Techniques 
(Baton Rouge, Louisiana: Lithographed by Louisi- 
ana State University Printing Office, 1958, pp. 
viii, 510, $5.40.) 

This book is written to acquaint a broader group of 
students and professional people with business record 
keeping. The author believes that the development of 
material covering the practical record keeping needs of 
many people outside accounting and other specialized 
business fields has been too much neglected. He has 
accordingly attempted to design a text which readily 
may be understood by persons only casually engaged in 
business practice. The book is intended for a one 
semester terminal college course, or it may be used also 
for home study by those who cannot devote time to 
classwork. 

The first nine chapters follow a different approach 
to the subject of accounting than is found in the con- 
ventional elementary text. A specific procedure for 
daily record keeping is worked out for each of several 
business activities: (1) personal records, (2) family 
records, (3) social organizations, (4) professional per- 
sons, (5) religious organizations and (6) service organi- 
zations. If the book ended at this point it would have 
already made a valuable contribution to elementary 


record keeping. 


Much of the orientation in accounting has been 
toward a mythical man or business enterprise all too 
often vague. Principles too broad for clear specific use, 


§ and not strictly adhered to even in the course of pres- 
f entation, have been taught as if they were not only 
5 Sound but also equally useful. The student whose ma- 
| jor interest is not business should have something more 


specifically related to what he is doing. The book meets 
this challenge very well. In fact this concrete approach 
might be better suited for all students than the more 
conventional one. 

The first step in a gradually developed procedure is 
toshow Johnny Junior how to keep his personal finance 
record when he enters college. The meticulous record 
keeping might seem trivial at first, but it will not be 
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abstract for Johnny, and it might have an appeal to 
his Dad who pays the bills. 

A good presentation is made of a set of family rec- 
ords. The family budget is given first emphasis, then 
is correlated with actual performance. The typical head 
of a household can make use of this. 

The treasurer of a social club will do well to examine 
Chapter 6. Here he will find the essentials of a system 
of financial records worked out for him. 

A set of books is presented for a general medical 
practitioner. If the doctor himself is not familiar with a 
set of records such as presented here, his secretary must 
be. The approach throughout the entire book is to take 
a concrete case and present an adequate set of detailed 
records and final reports. The legal as well as economic 
aspects of the case are given consideration. 

Especially pertinent is Chapter ‘8 on Religious Or- 
ganizations. The activities of a typical small but active 
church have been used to illustrate the operation of a 
set of financial records and reports. This situation, as 
in each of the other cases, is based on an actual situation 
in which the results have been tested by experience. 
This should be a valuable reference for the finance 
officer of a church. 

Chapter 9 presents a system of financial records and 
reports for the endowed recreation center of a small 
city. Based on an actual case and presented in con- 
siderable detail, it is more convincing that would be the 
hypothetical case so often used in presentation. 

Up to this point we have a useful course for secre- 
taries and ordinary citizens. Chapters 10 and 11 present 
accounting principles and procedure for a small trading 
business enterprise. The elementary records and com- 
plete accruals at the end of a year are treated as ade- 
quately as in most conventional texts, but it is done in a 
concrete setting. Accounting theory is used rather than 

i . The account titles and terminology are con- 
ventional, even to the point of reporting prepaid in- 
terest. A marked advancement is shown when purchase 
invoices are recorded net and a record made of discounts 
lost rather than discounts taken. 

Chapters 12 and 13 cover individual income tax re- 
turns. This information may be readily available else- 
where, but it helps to bring together a fairly well inte- 
grated accounting course. Chapter 14 compares the 
partnership and corporate forms of business organiza- 
tion, again useful to the small business man who 
operates under his own initiative. The final chapter 
makes an attempt to interpret corporate annual re- 
ports for one who is not technically trained in business. 

The work as a whole can be accepted as a valuable 
contribution to the elementary presentation of account- 
ing. The book should be especially valuable in training 
secretaries for the small office. As a textbook for a basic 
accounting course it may well excel the present con- 
ventional course which overdevelops the use of book- 
keeping procedures which rarely apply to specific situa- 
tions. More profound theory and corporate accounting 
problems will come later anyway. 

The title, indicating a survey, may be unfortunate. 
A survey often means superficiality and lack of rigor. 
The present book does not overgeneralize. It is rather a 
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work of detailed procedures for a variety of accounting 
situations which most students probably will encounter 
later in their ordinary lives. 

There are many questions for discussion at the end 
of each chapter, too many perhaps; but many will be 
found useful. There is adequate problem material in the 
appendix for student practice. 

RUSSELL BOWERS 
Associate Professor 
De Paul University 


R. Kerrn Yorston AND E. STANLEY Owens, Annual 
Reports of Companies (Sydney: The Law Book Co. 
of Australia Pty. Ltd., 1958, 219 pp., 4/10-). 


If one were to examine forty or fifty financial reports 
of Australian companies, the striking impression prob- 
ably would be the wide diversity of forms of presenta- 
tion. In most cases the assets appear on the right-hand 
side with fixed assets at the top, but often the order is 
reversed and, occasionally, the American style is found. 
This diversity reflects Australia’s determination to 
make progress industrially, and experimentation is the 
order of the day. 

Under these conditions, Annual Reports of Com- 
panies is certainly a welcome addition to the accounting 
library. R. Keith Yorston, one of the co-authors, ranks 
high among the accounting writers of the world with a 
dozen or more books to his credit. With the able co- 
authorship of E. Stanley Owens, what amounts to a 
manual for guidance in report preparation has been 
compiled. Differing from Trends and Techniques. the 
Yorston-Owens book brings together, in well-integrated 
order, essays by company managers and secretaries 
and by financial editors on the purposes and prepara- 
tion of financial reports. 
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A principal theme of the volume is expressed in thy 
following quotation: ‘Our private enterprise 
is balanced on the knife-edge of confidence and tny 
confidence rests on knowledge, knowledge of what goes 
on, knowledge of the people who make the decisions ang 
knowledge of the people who carry them out as well 
knowledge of how the system works.” 

The book is divided into eight sections devoted to 
the following topics: Development of Corporate Owne. 
ship, The Importance of the Annual Report, Illustry. 
tions from Annual Reports, The Financial Editor ang 
the Annual Report, What the Shareholder and the 
Employee Think of the Annual Report, The Anny) 
Report of a Holding Company, and Interim Reports of 
Stockholders. An appendix includes a summary of the 
criteria employed by the adjudicating panel of the 
Australian Institute of Management in designati 
recipients of awards for excellence of annual reports for 
the year 1956. 

While Annual Reports of Companies was written pri- 
marily for the Australian audience it deserves a place 
in the American library as well. The reports of American 
companies make generous use of color pages, charts, 
and glamor items, but much of the technical matter— 
that is the formal financial statements themselves~is 
presented illogically. If a financial statement is ex. 
pected to contribute to “knowledge of what goes on” all 
elements of the statement must be scrupulously labelled 
and accurately located. 

Messrs. Yorston and Owens are to be congratulated 
for the excellence of this work. A similar book shouldbe 
prepared as a guide for Americans. 

Rosert L. Drxon 
Professor of Accounting 
The University of Michigan 
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Grorrrey H. Moore, Measuring Recessions (New 
York: National Bureau of Economic Research, Inc., 
Occasional Paper 61, 1958, pp. 58, Price, $1.00). 
The purpose of this paper is to provide a set of 

measurements of past business recessions with which 
any current recession can be compared. Particular em- 
phasis is placed on the possibility of judging reasonably 
soon after a recession has begun, whether that recession 
will be mild, moderate, or severe. This paper is con- 
cerned also with other matters, especially the problem 
of prompt identification of a cyclical upturn. 

The seven significant recessions which occurred be- 
tween the end of World War I and 1956 are ranked 
according to severity, and also are divided into two 
groups. The recessions which followed the cycle peaks 
of October 1926, July 1953, November 1948, and May 
1923 are classified as relatively mild; while the reces- 
sions which followed the cycle peaks of January 1920, 
May 1937, and August 1929 are classified as relatively 
severe, 

An investigation is made to determine whether 
there has been any significant difference in the be- 
havior of selected statistical indicators at various stages 


of the milder recessions as compared with the same 
stages of the more severe recessions. Nine “roughly 
coincident” (or slightly lagging) statistical indicatos 
of aggregate economic activity, such as freight cr 
loadings, industrial production, and retail sales are used; 
and ten “leading” indicators, such as residential co 
struction contracts, the average workweek in mant 
facturing, and basic commodity prices are used. Th 
average cyclical behavior of the two groups, as well # 
the cyclical behavior of each individual series is o> 
served. 

The results suggest that during the first few months 
of a business recession, neither the individual nor the 
group behavior of these statistical indicators provides 
clue as to the ultimate severity of the young recessit 
However, as early as three or four months after the b 
ginning of a recession, the “leading” indicators begin? 
behave differently in mild recessions as contrasted with 
more severe recessions; and the difference is substat 
tially maintained in suceeding months of the recessidt 
A difference in the behavior of the “roughly coincident’ 
indicators appears about six months after a recessit 
begins, and here also the difference is substantial 
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maintained during the succeeding months of the reces- 


_ 4 purposes of prompt identification of a cyclical 

it appears significant that several months before 
theend of a recession fewer of the individual statistical 
indicators continue to decline and more begin to rise. 
This tendency appears first among the “leading” indi- 
gators. Moore concludes tentatively that this pattern 
may help to identify an upturn “‘at about the time it 
eurs or shortly thereafter’ (page 264). 

As a result of earlier research by the staff of the 
National Bureau of Economic Research, the value of 
statistical indicators in forecasting and analyzing busi- 
pes conditions has been substantially increased. How- 
ever, earlier research has emphasized the problem of 
forecasting and/or identifying the timing of business 
gecle turning points. Measuring Recessions suggests 
tht statistical indicators are valuable also in the early 
sppraisal of the ultimate severity of a recession. 

Joun E. Kane 
Professor of Business Administration 
The University of Arkansas 


Wa11am A. Paton, Jr., A Study in Liquidity (Ann Ar- 
bor, Michigan Business Studies, Volume XIV, No. 2, 
University of Michigan, 1958, pp. v, 176, price $5.00) 


This book brings out forcefully the effects of infla- 
tion on monetary accounts and restores some of the per- 
spective which in recent years seems to have been lost 
in the general concern over more urgent problems of de- 
preciation and inventory valuation. The study covers 
the twelve war and postwar years, 1940-52, during 
which time the price level approximately doubled. It 
consists primarily of an analysis, on an individual com- 
pany basis, of seventy-three nonfinancial corporations, 
selected essentially at random and divided into two 
groups. The first group includes fifty-two corporations 
without long-term debt and the second is made up of 
twenty-one corporations with long-term debt. Estimated 
figures for all United States corporations are also pre- 
sented. For each of the fifty-two corporations in the 
first group, the annual changes in the monetary fund, 
defined as short-term monetary assets minus short-term 
liabilities, are computed, and the various patterns of 
change in the amounts of and the relationships between 
current monetary assets and current liabilities are de- 
scribed and classified. More important, however, is the 
finding of the aggregate and average rates of purchasing 
power loss on the net monetary funds. The average an- 
nual loss rate for the fifty-two corporations was 5.6 per 
cent and the ratio of the aggregate net loss to the aver- 
age net fund for the twelve-year period was 67 per cent 
—“There was a } erosion of purchasing power” (p. 44). 
Forty of the fifty-two corporations showed average loss 
tates of from 4.6 per cent to 5.9 per cent a year. Only 
two companies showed net purchasing power gains for 
the period on their monetary positions. 

The aggregate purchasing power loss on the net 
monetary funds of ‘“‘all’” corporations, computed in the 
same way and for the same period, was over $12.5 bil- 
lion (December 1952 dollars), or more than a billion 
dollars a year. In twelve years, the purchasing power 
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loss amounted to 60 per cent of the average net mone- 
tary fund. A loss of this magnitude is certainly not 
negligible. Since it could have been avoided, it must be 
regarded as part of the price which American corpora- 
tions paid more or less deliberately for liquidity during 
the period. The author does not say that this price was 
necessarily too high—liquidity can be important under 
certain conditions. However, he does say, and he as- 
sembles ample evidence to support his point, that the 
price was too high to have been paid, as it apparently 
was, without a careful counting of the cost. “It appears 
that corporate management generally has given insuffi- 
cient attention to the impact of inflation on the mone- 
tary fund” (p. 99). He suggests that one method of 
focusing attention on monetary position and inviting a 
more systematic consideration of its implications would 
be to abandon the customary current-noncurrent classi- 
fication of assets in favor of one which segregates the 
monetary and nonmonetary components of financial 
position. 

Since this is primarily a study of liquidity, only one 
brief chapter is devoted to long-term debt. The figures 
for the twenty-one corporations in the second group are 
analyzed to determine the purchasing power “gains” on 
long-term debt during the 1940-52 period. The chapter 
and the accompanying statistics constitute a good intro- 
duction to the problem, but the treatment is too brief 
to cover fully a number of complex questions relating 
to the nature of purchasing power gains and losses on 
debt and the criteria for determining when they are 
realized. Also, the classification of ordinary preferred 
stock as a nonmonetary equity can be questioned. Such 
stocks are nonmonetary in name, but are they not mone- 
tary in fact? 

In summary, A Study in Liquidity contains (1) a 
concise explanation of the general effects of inflation on 
the major financial statements, (2) a careful analysis of 
the impact of inflation on current monetary funds, and 
(3) a brief presentation and analysis of the problems 
raised by long-term debt during periods of price level 
change. Anyone charged with responsibility for the 
monetary position of a business enterprise will find use- 
ful information and suggestions in this study. Although 
it relates to a period which is past, it becomes more and 
more timely as governmental deficits grow larger and 
larger. 

C, Jones 
Professor of Economics 
Yale University 


Pavut Srupensxi—The Income of Nations (New York: 
New York University Press, 1958, pp. xxii, 534, 
73”X10", $25.00). 


Professor Studenski’s book is a fundamental work of 
almost encyclopedic character, as far as national income 
analysis is concerned; regrettably, some border areas, 
as for instance the “input-output” analysis and “flow 
of funds” approach, are not covered extensively enough. 

This work is good evidence that the historic ap- 
proach is one way to come to grips with national income 
statistics and the theory behind it. The book conveys a 
profound understanding of the “why” and “how” of 
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many concepts and practices of this branch of econom- 
ics and fills a gap in the history of economic thought as 
well as in the history of economic life. Another impor- 
tant facet of the work, one of particular merit, is its 
truly international treatment of the subject. With pains- 
taking effort a great wealth of details, historic as well 
as current, has been collected from a large number of 
countries, and has been arranged in a well organized 
book which is written not without creative imagination. 

By calling this work the income of nations the author 
deliberately puts his view from the very outset in oppo- 
sition to that of Adam Smith who, as Studenski points 
out, “erroneously concerned himself with wealth pri- 
marily in terms of a ‘stock of goods’ seriously neglecting 
its aspect as a ‘flow’ of utilities, i.e. of national income.” 
Out of this criticism, repeatedly encountered in the first 
part (history), grows the conviction that as far as na- 
tional income analysis is concerned Adam Smith turned 
the wheel of progress backwards rather than forward; a 
view which is in accord with Schumpeter’s opus post- 
humous. Following the latter, the author shows that 
the true precursors of the modern national income ap- 
proach of the Western hemisphere are Sir William Petty 
and Pierre Boisguillebert. Studenski calls the income 
concept on which this approach is based the comprehen- 
sive production concept in contrast to Smith’s restricted 
material production concept which, ironically enough, he 
identifies almost with the income concept nowadays 
used by the countries of the Soviet bloc. This part 
one, consisting of about 150 pages, leads from reflec- 
tions on the conceptual development in different schools 
to the actual estimates made during the past three cen- 
turies. It offers a variegated historical picture, richly 
endowed and interwoven with statistics! of the past, and 
yields many valuable insights. This part is a true jack 
pot for the historian who searches for details on national 
income and past estimations in various countries. 

Part two (almost as comprehensive as part one) is 
devoted to the theory and methodology of national in- 
come accounting. In a very thorough analysis the indi- 
vidual tools as well as the various alternatives of the 
whole mechanism are presented and illuminated from 
different sides, pivoting on the practices in the United 
States and the United Kingdom. Here, where history 
rather than theory comes to the fore, the historic ap- 
proach still permeates the discussion and reveals the 
forces shaping many a complex part of this apparatus of 
measurement. While the first and third parts of the 
book have much new information to offer, even to the 
expert, the second part will be especially appreciated by 
the student, the accountant, the general economist, 
etc., who may wish to acquire sound knowledge on na- 
tional income accounting and its problems. For the ex- 
pert this part constitutes good reference material for 
occasional check ups, especially as regards the method- 
ology abroad. All three parts are to a certain degree 
overlapping and slightly repetitive which is due to the 
structure of the book and need not be considered a 
shortcoming. On the contrary, those less familiar with 
the subject may regard it as a pedagogic advantage. 

To Leontieff’s input-output approach the author de- 
votes a separate section of only slightly more than one 
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page. Neither the matrix-algebraic and 
mathematical problems connected with this analysg 
nor the recent attempts abroad are mentioned, Ap; 
Copeland’s and the Federal Reserve Board’s flow oj 
funds analysis, although shortly mentioned, has withip 
the scope of this book, not been found worthy of any 
special treatment. Hence Studenski seems to represent 
the counterweight to economists like Aukrust, Cope. 
land, Frisch, etc. who see the main function of social g. 
counting in the reproduction of the actual circulatign 
and production process, without granting a unique o 
exceptional position to the measurement of nation,l 
income. 

The third part, comprising over 200 pages, discusses 
the income estimates made in the following selected 
countries: Canada, Ireland, the Netherlands, Sweden, 
Soviet Russia (to which, understandably enough, re. 
tively more space is devoted), Germany, France, Yugo. 
slavia, Turkey, India, Brazil, British West Indies, and 
Malaya. These countries form a well balanced cross se. 
tion of large and small, industrialized and underdevel 
oped, capitalistic and socialistic economic entities. The 
twelve chapters on these countries “‘all open with a brief 
history of the country’s estimates; outline the concepts 
underlying them; present their general methodological 
approach; give for each item of the national income the 
statistical sources and methods employed in estimating 
it; and end with the presentation of the main statistical 
results of the estimates.” Furthermore the general d&- 
velopment is outlined for the United States and Great 
Britain (two countries for which the income statistics 
are fairly well discussed in part two), for Australia, New 
Zealand and the Union of South Africa, for eighteen 
European countries, Latin America and the Caribbean, 
the near, middle and far East, as well as Africa, offering 
a unique and pretty complete survey. National income 
studies carried out for limited regions as for instance the 
city of Hong Kong, for Barbados, or Puerto Rico, are 
taken into consideration while those made for the free 
city area of Trieste and for the city of Amsterdam re 
main unmentioned. The bibliography is up to date 
(1957), comprehensive, but not quite complete, e& 
pecially not with regard to significant articles on the 
theory of social accounting. One also misses the listing 
of books like J. Powelson’s Economic Accounting and 
J. Y. Calvez’ Revenu National en U.R.S.S. (Paris)! 
(There exists an index of authors and one of countries 
but none of subjects in general.) 

The statistical appendix (4 pages) presents national 
income aggregates of eighty-seven countries at the mid- 
century. In this connection it must be stressed that the 
book does not intend to be an international statistical 
survey of national accounts (which could erroneously 
be inferred from its title) like the Yearbook of National 
Statistics of the United Nations. Neither does it aim in 
the direction of Colin Clark’s Condition of Economic 
Progress (though part two of the book under review 
contains a comparison of the per capita incomes of sixty- 
four countries), nor does it tend toward fundamental 
research as Ohlsson’s On National Accounting might be 
considered to do. It is a book without competition, ‘and 
that may be one reason why it is priced so exhorbitant- 
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ly high. This is to be regretted because many scholars 
ho would like to own a standard work on a subject of 
constantly increasing importance as this one, will not 
beable to afford the purchase. 
R. MATTESSICH 
Associate Professor 
University of California 


1 Table 10-1, p. 147, contains a printing error: third 
numerical row (Russia), last column, should be: 113, 
instead of: 13. 
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*It also should be mentioned that citations and 
translations of some foreign titles reveal a certain slop- 
piness in treatment: e.g. “Konjunktur Institut” (which 
in German should be spelled as one word) instead of 
(p. 473). In the case of Swedish the name “Konjunk- 
turinstitutet” is repeatedly misspelled as “Konjunk- 
turinstitut” (pp. 334, 335, 344, 348, etc.). Also Prof. G. 
Grossman of the University of California has indicated 
to me, some of the translations from the Russian are 
inaccurate, for instance the society that he frequently 
mentions (e.g. p. 366) is not the “voluntary economic 
Society” but the “free (or liberal) economic society.” 
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Benjamin H. BeckHart (Ed.), Business Loans of 
American Commercial Banks (New York: The Ron- 
ald Press Company, 1959, pp. vi, 453, Price $7.50). 


Although numerous books are available on the gen- 
eral subject of banking, most of them deal with mone- 
tary and credit policy. The practical aspects of bank 
lending have generally been neglected, except by a few 
publications originating in the several educational pro- 
grams within the banking profession. None of these 
was a comprehensive treatment of this broad subject. 
This book, edited by Professor Beckhart, will help to 
fill an obvious need by providing a scholarly treatment 
of selected aspects of bank lending problems. 

The only major criticism of this book is the one 
usually applicable to a book written by more than a few 
authors. Although each of the fifteen contributors is 
probably an expert in his particular area, quality and 
comprehensiveness do vary among the several segments 
of the book. In addition, there is a noticeable lack of 
“tie-in” between sections, as well as considerable dupli- 
cation. 

The book is divided into three parts. Part I, Back- 
ground, covers such subjects as why business firms bor- 
tow from banks, organization for lending activity, eval- 
uation of credit risks, and risk protection. Part II, Types 
of Business Loans, treats the seasonal, working capital, 
financial intermediary, and term loans. Also in this sec- 
tion is a chapter on the slow loan. It is difficult to see 
why this latter chapter belongs in this section. Part III, 
The Dynamics of Business Loans, has chapters on com- 
petition for loans, business loan statistics, interest rates, 
credit availability, loan policy, and economic growth 
and stability. 

The overlap referred to above takes several forms. 
Since both Part I and Part III cover background and 
general aspects of loan policy, there is no clear-cut dis- 
tinction between the objectives of the two sections; 
consequently, the several authors dealing with these 
subjects tend to duplicate coverage. All of the material 
on loan statistics (Chapter 1 and Chapter 12) probably 
should have been combined in one place. The overlap 
between competitive factors in lending and credit avail- 
ability is obvious. In addition, there is considerable 
duplication between the chapters in Part II and the 
more general subject matter of Parts I and III. The au- 
thors that present materials on four types of business 
loans, in order to make their chapters complete, also 


develop background material, as it applies to their sub- 
ject, on loan policy, credit worthiness, and related mat- 
ters. This treatment also results in some overlap among 
the chapters in Part II. 

Because of the difficulties associated with a multiple- 
author book, one might find it somewhat unsatisfactory 
to use this book as text material. However, offsetting 
this disadvantage is the value obtained by having au- 
thorities in specific areas treat the several topics. As 
reference material, either for college students or for 
educational programs for persons already in banking, 
this work will be very useful. In this type of use, the 
lack of integration in the book will not present the 
same problems as it would for a textbook. 

There are several specific comments that can be 
made about the coverage of material. The book treats 
business loans of commercial banks, and a majority of 
the statistics and illustrations is in terms of averages of 
all banks or broad groups of banks. It would have been 
useful to have more illustrations of what representative 
individual banks do. For example, in the discussion of 
interest rates, spreads within representative banks by 
size of loan and type of loan would have been desirable. 
So much is lost in averages. 

The attempt to discuss seasonal loans, the working 
capital loan, and the term loan as separate topics was 
not satisfactory. Except for whatever definition a spe- 
cific author may wish to give each of these types, there 
does not appear to be sufficient difference among these 
in the real determinants of loan policy to warrant elabo- 
rate separate treatment. The term loan is often a work- 
ing capital loan; so is the seasonal loan. A substantial 
part of the duplication could have been avoided if a bet- 
ter classification among types of loans had been chosen. 

In terms of their contribution to banking literature, 
the chapters on financing intermediaries, term loans, 
risk protection, and loan policy appear to be the most 
valuable parts of the book. 

W. H. Baucun 
Professor of Finance 
University of Texas 


THe ComMITTEE ON Pusiic Finance (New York: 
Pitman Publishing Corporation, 1959, pp. xviii, 798. 
Price, $6.00) 

“The Committee on Public Finance,” a collaborative 
writing group consisting of sixty-six professors teaching 
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at colleges and universities, have produced the latest in 
the long series of textbooks in public finance. Pooling 
their scholarship and teaching experience they have 
sought to meet the wants and needs of public finance 
instructors for a broad and comprehensive text “impli- 
cating the larger problems of freedom, justice, and the 
nature of individual and social well-being.” 

The Preface describes the manner in which the Com- 
mittee members organized to work on the text. The 
work process outlined is complicated and unique, and I 
am sure the members of the Committee can now say in 
reference to the book, “They said it couldn’t be done.” 
The result demonstrates that such an organization can 
produce, although the book does display both the 
strength and weaknesses associated with group effort. 

The volume consists of six parts. An introductory 
unit of 76 pages is intended, among other things, to 
“formulate a basis for determining which tasks should 
be undertaken by government and which should be left 
to the private economy.”’ It goes further and “formu- 
lates a basis for determining which level of government 
is best equipped to handle the functions previously de- 
fined as ‘governmental’ in character.” The next 500 
pages are used to describe and analyze government 
spending, taxing, and borrowing activities. Attention is 
given to administration of these activities, “how they 
are likely to develop in the future,” and ‘‘the economic 
effects of these activities and the contributions they 
make toward the well-being of society.” The final 200 
pages are devoted to fiscal administration and fiscal 
policy. There are 31 chapters, each of which ends with 
a list of 15 to 20 general questions. 

The strong points of the book are its scope and or- 
ganization which seek to fit the various phases of public 
finance into a single and unified process. The Committee 
deserves congratulations for its efforts to show the proc- 
ess of financing governments as one which involves 
economics, accounting, political science, administra- 
tion, law, history, and sociology. The new text should 
help students to appreciate the complex and growing 
place of public finance in modern society, and instill a 
greater concern for the orderly administration of the 
public sector of the economy. It can make no greater 
contribution. 
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ence and an unevenness in the quality of writing andi, 
subject matter presentations. The volume has many ¢ 
the characteristics of a book of selected readings. Then 
are some repetitions and some excursions without cle 
indications of the relevancy of the material. A greate 
degree of uniformity is needed in methods and tech. 
niques of presenting current data, in treating historic) 
material, and even in the use of terms. Perhaps the basic 
problem is to find ways of preserving individual contr). 
butions and, at the same time, obtaining a satisfactory 
degree of unity to enable students and readers to grasp 
the significance of the materials presented. It may be 
that divergent or conflicting views should be set out 
side by side with suitable explanations. 

The Committee has set laudable but difficult goals 
to be achieved in its introduction and fiscal administra. 
tion sections. To say that the present chapters fail to 
meet these goals is not to disparage the efforts made, 
The expenditures chapters need some reorientation. In 
terms of space allocation, more than twice as much at- 
tention is given to international expenditures as to edu 
cation. The quality of the chapters on Taxes and Reve 
nues may be explained in part by the greater abundance 
of studies and writings in this phase of public finance, 
Throughout the volume there are excellent materials 
not usually found in texts on public finance. 

There are a number of major topics which should be 
more fully developed in a comprehensive text. Among 
these are: financing and administering government serv- 
ices in the rapidly growing metropolitan areas; the ec 
nomic and governmental significance of defense ex 
penditures; administering complex income and property 
tax laws in the face of growing revenue needs and 
mounting public disapproval; and intergovernmental 
conflicts which often overshadow joint federal-state- 
local responsibilities. 

The text will serve a useful purpose and its adoption 
in a number of institutions seems assured. Some con 
spicuous omissions should be removed when the time 
for revising is at hand. And it will be extremely inter- 
esting to see if the Committee will collaborate again. 


HersHat L. Macon 
Economist 


The weaknesses of the book include a lack of coher- Tennessee Valley Authority 
General 
Paut J. Strayer, Fiscal Policy and Politics (New States.” 


York: Harper and Brothers, 1958, pp. x, 295, $4.00) 


Fiscal Policy and Politics is written as much for the 
lay reader as for the professional social scientist. It has 
valuable advice for both. The author admonishes the 
average citizen with the importance of taking an active 
interest and concern in the workings of government and 
economics. To the social scientists he emphasizes the 
importance of “divesting themselves of the cult of pure 
objectivity.” Having divested themselves it is then in- 
cumbent upon the social scientists to formulate “a more 
articulate philosophy of the role of government in the 
social, political, and economic structure of the United 


Professor Strayer’s main thesis, which runs through 
out the book, is that governments of the present day 
magnitude cannot be made neutral. They have the 
ability to improve or to do irreparable harm to the dis 
tribution of income and the productivity and growth of 
the economy. Whether the American government does 
good or evil is first and foremost, according to Strayet, 
in the hands of the President of the United States. To 
be effective, however, the President must have “an at 
ticulate philosophy” and be able to express and defend 
it at all times. According to Strayer, neither of the last 
two Presidents has had the inclination or the ability to 
come forward with such a philosophy. What then do 
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we do if no such statesman as the type suggested by 
Strayer comes to the forefront? In the case of this 
eventuality the author opines that the job of bringing 
before the American public the “issues of government” 
and the formulating of a ‘reasonable set of objectives” 
falls to lesser men and women. Fiscal Policy and Politics 
isan attempt, by the author’s own admission, to assist 
the lesser men and women. 

Surrounding the main thesis—the inability of the 
American government to be made neutral—Strayer de- 
yelops two major points. First, because of the increased 
demands on the part of the American people for services 
that only government can supply, the overwhelming 
importance of government finance will not be reversed; 
and, second, that the government because of the pres- 
sures of power blocs, special-interest groups, and elec- 
tion-conscious politicians, finds it difficult to use its 
power wisely. The latter danger can only be prevented 
orovercome by the Presidential or lesser-men leadership 
and understanding cited above. 

Woven in very cogently and deftly with the major 
theses, are the knotty problems of fiscal, monetary, tax, 
and stabilization policies. Strayer correctly emphasizes 
the importance of the complementary nature of mone- 
tary and fiscal policy. His writing on taxation (Chapters 
XI-XII) indicates a clear and concise understanding 
of the vexing problems in this area, particularly the re- 
lationships between the three levels of government. 
Moreover, accountants should find Strayer’s treatment 
of such tax problems as “averaging,” capital gains, de- 
pletion allowances, accelerated depreciation, and 
“double taxation” quite stimulating. 

Strayer has fashioned a fine monograph. He has 
brought together much material from several areas of 
the social sciences and welded them into a cohesive 
whele. This study, though not geared to the traditional 
textbook approach, should be on the reading list of all 
social scientists and made an integral part of all courses 
in public finance and American government. 

BERNARD F. SLIGER 
Associate Professor of Economics 
Louisiana State University 


Herpert F. TacGart, Cost Justification (Ann Arbor: 
Bureau of Business Research, School of Business Ad- 
ministration, University of Michigan, 1959, pp. xvi, 
588, $12.50). 


_ Under the provisions of the Robinson-Patman Act it 
1s possible for a seller charged with illegal price dis- 
crimination to defend such a charge on the grounds that 
his differentials in price “make only due allowance for 
differences in the cost of manufacture, sale, or delivery 
resulting from the differing methods or quantities in 
which such commodities are to such purchasers sold or 
delivered.” The purpose of Professor Taggart’s book 
“is to array all the recorded instances in which respond- 
ents to Federal Trade Commission complaints or de- 
fendants in treble damage suits have attempted to de- 
fend their pricing practices by presenting information 
about their costs.” 

Probably no one is more qualified to write a book on 
this subject than Professor Taggart. His long experience 
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in accounting and his close contact and experience with 
the Robinson-Patman Act and the Federal Trade Com- 
mission, including the Chairmanship of the Advisory 
Committee on Cost Justification, give him a background 
which few people can claim. Professor Taggart’s qualifi- 
cations make the book particularly important. 

The book consits of 21 chapters. Each of the first 15 
chapters discusses a case in which cost justification was 
presented on a “full-dress basis.” Chapter 16 is made 
up of 7 cases, which are referred to as “Minor Commis- 
sion Cases,” where cost justification played a part or 
was discussed. Chapters 17 and 18 discuss Treble Dam- 
age Suits, in which cost justification has been impor- 
tant. In Chapter 19, Taggart discusses the question 
(using cases) of Must a Buyer Know the Seller’s Costs? 

Throughout the first 19 chapters of the book Profes- 
sor Taggart has built his presentation and discussion 
around the actual cases. He has examined in detail the 
cost issues of each case as these issues have affected the 
final decision. He draws comparisons (both differences 
and similarities) between cases on many important 
points and this does much to tie the subject together. 
This part of the book is a fine job of digesting and an- 
alyzing the voluminous and complex public record of 
cases. An example of the effort involved in this digest- 
ing procedure is given in the Goodyear Tire and Rubber 
Company Case, Chapter 1. Taggart points out that 
about } of the public record deals with cost problems 
—some 5,000 pages. His chapter is 32 pages long. 

In the last two chapters, Taggart discusses ‘“The 
Rules of the Game” and “Cost Justification: Where 
Does It Stand.” Had chapters like this been inter- 
spersed throughout the book, the case-type discussion 
would have been easier to follow and easier to under- 
stand. It is difficult to grasp the significance of some of 
the cases because of the mass of detail presented and 
the complexity of the problem. A text-like discussion 
would have been a real aid. Although Professor Tag- 
gart’s opinions and evaluations do show through occa- 
sionally, more of this kind of summary and analysis 
would have been helpful. 

As for the chapter on “The Rules of the Game,” 
Taggart finally does list and discuss eight generally ac- 
cepted principles and standards which he has gleaned 
from some 500 pages of case discussion. To a generally 
interested reader, these few pages may well be the most 
valuable part of the book. 

In the final chapter, Professor Taggart concludes 
that the cost defense, although complex and uncertain, 
is still the most practical and available. He urges that 
the important conclusion from studying the cost-defense 
cases is that the best time to prepare to offer the cost 
defense is before the complaint is issued. He does not 
advocate that Robinson-Patman accounting should be 
built into the cost system, but he urges that cost studies 
be made when discount policies are established so that 
the firm’s position under the Robinson-Patman Act 
can be assessed properly. Such studies, according to 
Taggart, may be used by management to make its de- 
cisions more rational, He does not reconcile in detail this 
comment with an earlier conclusion that differential 
cost analysis is unacceptable to the Commission and 
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also that the distinction between fixed and variable cost 
is unimportant in cost-justification studies. 

Taggart says that the book is mo# written for the per- 
son who thinks the Robinson-Patman Act will go away 
if he ignores it long enough. It is, instead, for the man 
who adopts the assumption that the Act is here to stay. 
Most people probably fall in the latter group. For most 
accountants, sales managers, and teachers, the book is 
probably too detailed. Lawyers will probably go to the 
original case although this book may be of real help to 
them on the cost-justification issue. It is unfortunate 
that Professor Taggart did not organize the book 
around the eight general principles and standards, dis- 
cussing these in detail and illustrating them with case 
references and discussions. This approach would have 
been more useful to accountants, sales managers, and 
teachers of Cost Accounting, Government Regulation 
of Business, or Marketing where cost justification is 
only one of many important problems. 

RoBErt K. JAEDICKE 
Assistant Professor of Business Administration 
Harvard University 


Wyatt & Wyatt, Business Law (New York: McGraw- 
Hill, 1958, pp. xxi, 866, Price $7.50). 


John W. Wyatt and Madie B. Wyatt, a husband 
and wife team, have written a very teachable text for 
the standard course in business law. Both authors have 
practiced before the Florida bar and the senior member 
of the firm (at least his name appears first on the title 
page), is Professor of Business Law at the University of 
Florida. 

The Wyatt text encompasses more than the usual 
number of topics covered by older books in the field. 
For example, it contains an interesting and very valu- 
able treatment of the nature of torts and crimes. This 
appears among the introductory chapters, all of which 
achieve a refreshing lucidity in sketching the back- 
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ground material on our law and the judicial system, 
Such introductory chapters seem to plague most author 
as they attempt to generalize broadly enough to include 
every state in the union. The entire book reflects pains. 
taking craftsmanship on the part of the Wyatts, withs 
style both crisp and economical in word usage. Each 
chapter of the text is followed immediately by wel 
chosen cases and problems. 

Moreover, the cases are cited conveniently in the 
textual portion of the chapter both as to page and title 
without using footnotes. Another commendable feature 
is the complete table of cases which follows the table of 
contents in the front of the book. 

Teachers who prefer to use the case method will find 
the amount of such material inadequate for their 
needs. However, the teacher desiring to give his students 
a well balanced presentation of the broad field of busi- 
ness law within the six or eight semester hours normally 
available to him should welcome the Wyatt work. Fur. 
thermore, it should prove valuable for specialized 
courses in preparation for C.P.A., C.L.U., and C.P.C.U, 
examinations. 

Most teachers of business law will probably agree 
that the section dealing with negotiable instruments in- 
volves the greatest frustration, both for the student and 
the teacher as well. With this difficulty in mind, the 
Wyatts have summoned their finest talent in developing 
the law in this very vital area. The Uniform Negotiable 
Instruments Act does appear in the appendix. But, in 
the text itself, the authors avoid its technical language 
and have converted it into quite readable prose, a 
pleasant accomplishment for this field of the law. More- 
over, they have used visual aids quite helpfully by way 
of illustrating the kinds of negotiable instruments and 
types of indorsements. 

James A. Hart 
Dean, College of Commerce 
De Paul University 


Management 


Crepit RESEARCH FOUNDATION, Credit Management 
Handbook (Homewood, Illinois: Richard D. Irwin, 
Inc., 1958, pp. xxiv, 776, $12.00). 


The National Association of Credit Men had this 
comprehensive handbook prepared and edited by the 
Credit Research Foundation. The contributors were 
one hundred eight persons from the broad field of credit, 
mainly individuals connected with credit departments, 
credit agencies, and education. A good editing process, 
however, gives the presentation consistency. The cover- 
age of business or mercantile or commercial credit is 
complete within the limits which the presentation aims 
to include. By intent, neither consumer credit (mainly 
charge accounts and instalment credit to individuals) 
nor its wholesale handling (sales financing and floor 
planning) were considered to be within the scope of the 
publication. 

The background of modern credit, the philosophy 
underlying credit, and both general and credit manage- 
ment objectives are covered in four introductory chap- 


ters. There is good discussion of the desirable location 
of the credit department in company organization as 
well as a good discussion of the proper responsibilites of 
a credit department. 

The internal organization of the credit department, 
manning the credit department, and training personnel 
for credit management are presented in Chapters 5-7. 
This subject is later carried through (Chapters 16-19) to 
cover in detail department systems and procedures, ap- 
praisal of credit operations, the credit manual, and de- 
partmental reports. This series of chapters starts with 
principles, indicates sound policies, describes techniques, 
and then presents detailed examples. Credit department 
systems and the credit manual have specific illustrations 
which could be converted easily to fit raany individual 
firms. This thoroughness of organizing and presenting 
material is typical of the handbook. 4 

The section of four chapters on analyzing the credit 
risk are excellent. These chapters present both ordinaty 
or normal analysis techniques and certain special pro 
cedures for unusual problems. A detailed guide for 
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classifying assets and liabilities is very helpful. This 
analysis section appears to be one of the strong sections 
of the book, particularly since it emphasizes the hows 
and whys of actual credit decision making with many 
examples. 

Direct credit investigation is emphasized consider- 
ably more than securing information through credit 
agencies. Since most texts in the field cover credit agen- 
cies strongly, this contrast may be useful although the 
discussion of the normal credit agencies is not too 
strong. Collections, distressed debtors, credit law, the 
function of the credit man as an adviser to debtors, 
terms of sale, credit correspondence, financing accounts 
receivable, credit insurance, and foreign credit are ade- 
quately handled. Foreign credit is covered less thor- 
oughly than domestic credit, yet the material seems ade- 
quate. In these special areas, the handling is competent 
and up to date. Financing accounts receivable, for ex- 
ample, gives the best discussion of factoring which has 
appeared in any major credit book. The discussion in- 
cludes modern developments in factoring, costs, and 
when factoring may be advantageous. 

For an overall evaluation of the handbook, it can be 
said that mercantile or commercial credit is thoroughly 
covered, the treatment is well organized, and specific 
information is easily located although a more detailed 
index would strengthen its utility. As a college or school 
reference the book will have great value. In terms of 
text use, the handbook deserves consideration when the 
credit course is limited to mercantile credit. In spite of 
having all of the practical detail which is the trade-mark 
of a good handbook, this presentation is readable and 
ties in theory with practice in a superior manner. This 
handbook deserves a prominent place on the bookshelf 
of the businessman in credit or dealing with credit, and 
will be particularly useful in training potential credit 
executives within the individual firm. 

ALBERT HARING 
Professor of Marketing 
School of Business, Indiana University 


Datton E. McFartanp, Management Principles and 
Practices (New York: The Macmillan Company, 
1958, pp. x, 612, Price $6.95). 


Management Principles and Practices is another text 
for the beginning course in industrial management. The 
book sets out to ‘describe the elements of the managerial 
process which are fundamentally important.” The au- 
thor believes “management principles are discovered, 
not invented” because “‘they have existed all along but 
we have not always been aware of them.” Therefore, 
the aim of the student of management should be to learn 
certain basic truths and to improve his ability to apply 
- knowledge to the problematic situations he encoun- 
ers. 

Because the author believes the principles of manage- 
ment are valid in any cultural environment and at all 
times, he attempts to present and justify one point of 
view in each area of management theory. This approach 
accounts both for much of the strength and possible 
weakness of the book. The danger of leaving the begin- 
ming student confused by introducing him to contro- 
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versial approaches to many problem areas is avoided. 
On the other hand, the individual instructor may not 
agree with the position taken by the author on a num- 
ber of points. In this case, he may desire to use some 
other textbook. 

There are twenty-seven chapters divided into four 
parts. Part I, The Field of Management, consists of 
three chapters that provide a definition of manage- 
ment, a summary of Taylor’s contributions to manage- 
ment theory, and descriptions of the functions of man- 
agement. Management is defined as the process of 
“guiding, directing, supervising, leading, deciding, plan- 
ning, and creating.” 

Approximately one-half of the book is included in 
Part II, Principles and Fundamentals of Management. 
The functions of management are discussed in four 
chapters on planning and decision-making, seven chap- 
ters on organization and authority, and two chapters on 
controls and organizational tactics. Managers are re- 
sponsible for decisions involving the selection of objec- 
tives, policies, and procedures. And “profits provide a 
basis for judging the effectiveness of managerial! effort.” 

The author expounds only the status concept of au- 
thority. Management organization consists of a high 
status leader at the top who delegates authority to de- 
partmental managers of decreasing status at lower levels 
in the organization. ‘“The ultimate source of the author- 
ity inherent in organization structure stems from the 
top leader who is the active representative of the owner- 
ship.” 

The feature that distinguishes this text from others 
in the field is the inclusion of a section on Human Rela- 
tions and Personnel Management. The problems of hu- 
man relations, motivation, and industrial relations are 
described. A brief survey of the functions of employee 
selection, placement, remuneration, promotion, and 
safety follows a statement of the place of the personnel 
department in the organization. These chapters are 
reminiscent of personnel administration textbooks. A 
more appropriate approach for a text on management 
might have been to describe means of maintaining ef- 
fective human relations in the process of carrying out 
the management functions of organizing, planning, and 
controlling. 

Part IV, Operating Management, includes five chap- 
ters on as many subjects that were, in the author’s 
words, “arbitrarily chosen.” The choice of aspects in- 
cluded in each chapter was equally arbitrary, rather 
than definitive. Subjects covered include the functions 
of various departments, production, leadership, indus- 
trial engineering, and wage and salary administration. 

Following the text there are thirteen cases that tend 
to emphasize problems in human relations. 

Taken as a whole, this book is as noteworthy for 
what it neglects to say as for what it manages to say. Its 
impact could have been increased by the inclusion of 
original views or by more penetrating discussions of 
some of the topics covered. 

T. R. BRANNEN 
Dean, 
School of Business Administration 

The University of Kansas City 
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Woopsurne, S., Princtples of College and Uni- 
versity Administration (Stanford: Stanford Univer- 
sity Press, 1958, pp. 197, Price $5.00). 


This is a compact, readable, and useful volume on 
many phases of its large subject, by an author of sub- 
stantial experience in what he is discussing. 

In Chapter 1, University Organization, he correctly 
notes that “internal operation in a college or university” 
is “different from that of state departments, business 
corporations, or foundations.” Then he properly warns 
against “board members” (and he might well have in- 
cluded accountants and management specialists) who 
“try to introduce unaltered business methods in a proc- 
ess which does not work for profit.” 

The “central core” of the organization is the “edu- 
cational teaching function.” But “without proper finan- 
cial support any educational program will be pale and 
anemic.” Hence, good business and financial manage- 
ment, and good legislative and/or alumni and public 
relations become significant parts of the scheme to 
make that program work. 

Chapter 2 deals with financial and physical man- 
agement. Details are omitted in recognition of authori- 
tative treatment in “College and University Business 
Administration” (American Council on Education, 
Washington, 1952). This work holds to the philosophy 
that business and finance exist to serve, rather than 
control or direct, the educational processes. Yet the 
author seems to blame business officers for two flaws in 
the application of this philosophy: (1) failure to counsel 
adequately with educational personnel on plans and 
equipping of new buildings; (2) detailed budgetary con- 
trol by a central budget officer. His illustrations, how- 
ever, are those of neglect or interference by outside 
architects on the one hand, and municipal or state 
budget officers on the other. Institutional business offi- 
cers rarely fail on either of these counts. 

In Chapter 3, the author deals with obligations and 
relationships of heads of colleges and schools within a 
university. They should bea “party to the formulation 
of decision” on institution-wide policies. They should 
be able to look both at the general problems of the in- 
stitution, and the specific problems of their divisions. 

A statement that “when non-academic people try to 
assume operating responsibility they always cause 
trouble both for themselves and for others” is difficult 
to understand. Who else would operate the heating 
plant, or handle the cleaning and safety of the build- 
ings, or do a host of business services which non- 
academic people perform? Policies may be educationally 
determined, and of course budget limitations set by top 
administrative authorities; but “operating responsi- 
bility” can only rest in competent non-academic per- 
sonnel. 

Faculty Personnel Administration is dealt with ef- 
fectively in Chapters 4 and 5. Recruitment and ap- 
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pointment procedures, salary scales, promotions, rm 
tirement provisions, and sabbatical leaves are di 

here. One significant observation is that “the most i, 
portant function which faculty perform is teaching” 
In these days of extensive research and consulting op. 
portunities, to mention only two which crowd in m 
teaching time, this is a principle difficult to maintaj, 

The most important elements in the salary pictur, 
the author believes, are (a) minimum salary for each 
rank, steadfastly adhered to, and (b) salary increase 
by “judicious use of merit” which can meet both the 
pressure of inflation and the needs for individual recog. 
nition “without the unfortunate consequences of uni. 
form treatment.” 

Chapter 6 deals with Curriculum and Teaching, jn. 
cluding student counseling. “Teaching load” is some. 
thing much more than time in class. “In general, the 
better and stronger the college or university the lower 
is its teaching load.” Thus there is “‘more time for class 
preparation and research.” But the author cautions, 
“Whether this time is always used for these purposes is 
another matter.” 

An excellent Chapter is No. 7 on Departmental Ad- 
ministration. At this point “directions emanate and 
flow down to the actual functioning level.” Personne 
problems, research, curricular problems also center here, 

Chapter 8 is devoted to non-academic personnel. In 
it the author pays tribute to the “importance of a good 
non-academic program” to the “effectiveness of any 
teaching institution.” 

Chapter 9 is most interesting: ‘Educational Prioti- 
ties and Operational Research.” Basically an “over-all 
educational plan” is needed. Its implementation re 
quires decisions involving “clear-cut educational prefer- 
ence or priority.” These should be aided by internal re 
search studies. 

“Research Work and the Graduate School” are dealt 
with in Chapter 10; the Dean of Student’s Office in 
Chapter 11, and Summer Session and Adult Education 
in Chapter 12. In Chapter 11, the necessity of a shared 
responsibility for student residence halls between the 
dean of students and the business officer is appropriately 
recognized. 

The author was able to identify only a small number 
of works dealing specifically with this field. Evidently 
the people engaged in higher education administration 
have been so busy doing their jobs they have had little 
time for telling how they do them. Here is a book, how- 
ever, which intelligently points up many of the prob- 
lems, suggests ways of approaching them constructively, 
and is good reading for executive, academic, and busi 
ness officers and others who may be looking forward to 
such assignments. 

Lioyp Morey 

President and Professor of 

Accountancy, Emersius 
University of Illinois 
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FORMS FOR ACCOUNTANTS 
AND HOW TO USE THEM 


Our catalogue of more than 300 forms for ac- 
countants, produced by us, now includes instruc- 
tions and explanations regarding the use of the 
forms. 


Write for free copy. Then write for free copies of 
the forms in which you are interested. Samples of 
over two-thirds of the forms are now free to 
practicing accountants. 


THE ACCREDITED FORMS CO. 


Thiensville, Wisconsin 


We are distributors in the United States of the 
over 200 books on accounting and related subjects 
published by: 


GegE AND Co. (Publishers) Ltd. of London 
MacDoNaLp & EvANs, Limited, of London 
THE Law Book OF AUSTRALASIA 


Write for catalogues covering the books pub- 
lished by these large publishing houses and the 
books published by us. 


THE COUNTING HOUSE 
PUBLISHING CO. 


Thiensville, Wisconsin 


“PLACEMENT INFORMATION” 


ACCOUNTING: Senior-level position at midwest university. Desired qualifications 


are: Doctoral degree, C.P.A. Certificate, teaching experience at the university level, 


and publications, Salary and rank commensurate with qualifications. 
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ACCOUNTANT—PHILADELPHIA AREA: Are you planning retirement in the next 
five years? We are a small but well established CPA firm with a workable plan that 


could benefit both of us. 
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BOOKLETS 


of timely interest to Accountants 


mm anticipation of the next C. P. A. R;. 
aminations, we offer the two booklets illy. 
trated—for their practical and informatiy 
value, both to examination candidates ani 
to practitioners desiring to review the subject 
on their own account. 


“C. P. A. Examinations and How to Pr. 
pare for Them”’ is a handy 77-page summary 
prepared by the LaSalle Higher Accountancy 
Staff, which covers, in five parts, **Account- 
ing Degrees and the Profession’’—"How w 
Prepare in Special Subjects’’—‘‘Important 
General Suggestions’’—‘‘How to Take the 
Examination’’—and ‘“‘C. P. A. Laws and 
Regulations."” These headings clearly in 
dicate its scope and usefulness. 


“Requirements for the C. P. A. Examin- 
tions and the Practice of Public Accounting” 
is a compact 34-page companion booklet, 
pocket-size, recommended for its thorough 
summarizing of qualification requirements in 
any part of the United States. 


Consistently increasing enrollment, both for 
the regular training and for C. P. A. Coach 
ing, indicates the reputation for capable and 
up-to-the-minute instruction which we be 
lieve LaSalle has deservedly earned—both 
within the profession and outside. We invite 
correspondence on any phase of the subject 
in which the reader may be interested. 


Meantime, you may find these two booklets helpful, either immediately or as a file 
reference material, The coupon is for your convenience, and involves no obligatio. 


LASALLE EXTENSION UNIVERSITY — DEPT. 762-H 
A Correspondence Institution—417 S. Dearborn, Chicago 5, Ill. 


Please send me, without obligation, the literature 
I have checked in the spaces indicated below 


O Check here for C.P.A. Examination booklets. 
O Also send literature on your Accounting Training. 
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_WALTON PUBLISHING COMPANY__ 


CO-ORDINATED 
ACCOUNTING SERIES— 


Available to Universities, Colleges, and Business 
Schools for Classroom Instruction 


CONSTRUCTIVE ACCOUNTING 


The sixth edition brings up to date this time-tested course, which incorporates 
teaching experience dating back to 1910. A unique and effective approach to the 
study of Accounting. Detail work held to a minimum by use of special forms. 


Lectures, Problems, Theory Questions, Instructions for Practice Set Work 
Single Proprietorship, Partnership, and Corporation Practice Sets 


ADVANCED ACCOUNTING | 


Full treatment of advanced corporation accounting, partnership accounting, state- 
ment of new assets and their applications, funds, reserves, valuation accounts, 
surplus appropriations, preparation, analysis and interpretation of statements. 


Lectures, Problems and Theory Questions 


ADVANCED ACCOUNTING II AND AUDITING 


Professional training in mergers, consolidations and consolidated statements; spe- 
cial advanced subjects; auditing and audit case. Available in three units. 


Lectures, Problems, Theory and Auditing Questions, Audit Case 
COST ACCOUNTING 


Principles and procedures of factory cost accounting with emphasis on the value of 
costs for managerial contro! and on methods of installation and operation. 


Lectures, Problems, Theory Questions, Instructions for Practice Set Work, 
Specific Order and Process Costs Practice Sets, Standard Cost Case 


OTHER WALTON PUBLICATIONS 


Municipal Accounting Math. of Acctg. & Finance (2 Vols.) 
Stock Brokerage Accounting Business Law (4 Vols. & Workbooks) 
CP.A. Exam. Review Office Procedure & Practice 


Printed Solutions, Answers, and Master Practice Sets are available. 


You Write Now For Examination Copies To 
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MEMBERSHIP COMMITTEE 


General Chairman Charles H. Martin, Rutgers University 
Alabama Frederic A. Brett, University of Alabama 
Paul R. Hagelbarger, Certified Public Accountant 
Paul G. LaGrone, University of Arkansas 
Arizona William L. Raby, University of Arizona 
California Kenneth G. Young, University of San Francisco 
Colorado Chauncey M. Beagle, University of Colorado 
Connecticut Lawrence P. Webster, University of Connecticut 
Delaware George W. Frank, University of Delaware 
District of Columbia Earl Pontius, George Washington University 
Florida John E. Champion, Florida State University 
Georgia Catherine E. Miles, Georgia State College of Business Admini 
Kenneth D. Lundburg, Idaho State College 
Illinois Ralph D. Swick, Southern Illincis University 
Indiana Glenn Falls, Anderson College 
Carroll H. Kinker, Iowa State College 
Robert L. Pease, Wichita University 
Kentucky Robert J. Fitzpatrick, Bellarmine College 
Louisiana Louis H. Jordan, Tulane University 
Sherman G. Shapiro, Certified Public Accountant 
John A. Daiker, University of Maryland 
Frank A. Singer, Amherst College 
Michigan Harry M. Landis, Wayne State University 
Minnesota Philip T. Meyers, University of Minnesota 
Mississippi Charles W. Taylor, University of Mississippi 
Missouri John A. Silvoso, University of Missouri 
L. Milton Woods, Certified Public Accountant 
Nebraska William C. Hockett, University of Omaha 
New Hampshire L. E. Morrissey, Dartmouth College 
New Jersey George L. Battesta, Rider College 
New Mexico Karl Christman, University of New Mexico 
Lennart G. Bryngelsson, City College of New York 
Isaac N. Reynolds, University of North Carolina 
Ludwig Kulas, University of North Dakota 
Kenneth Lambert, University of Cincinnati 
C. A. Black, Oklahoma A. & M. College 
Oregon William R. Matthies, Portland State College 
Pennsylvania James H. Russell, University of Pittsburgh 
Rhode Island Porter S. Wood, University of Rhode Island 
South Carolina W. C. Tuthill, University of South Carolina 
Arthur A. Volk, University of South Dakota 
Tennessee James H. McLean, University of Tennessee 
Robert E. Seiler, University of Texas 
Roland W. Funk, University of Utah 
Elbert A. Nydquist, University of Vermont 
Virginia Marvin Tummins, University of Virginia 
Washington Theodore R. Saldin, State College of Washington 
West Virginia Robert E. Witschey, Certified Public Accountant 
Wisconsin Charles T. Horngren, University of Wisconsin 
Wyoming Louis C. Jurgensen, University of Wyoming 
Eastern Canada Gilbert R. Horne, Essex College 
Western Canada Brian E. Burke, University of British Columbia 
Puerto Rico Rafael Garcia Moreno, University of Puerto Rico 
Philippines Santiago F. de La Cruz, University of the East 
Japan Kyojiro Someya, Waseda University 
Australia and New Zealand ..William J. Stewart, University of Melbourne 
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